University of Mississippi

eGrove
Examinations and Study

American Institute of Certified Public
Accountants (AICPA) Historical Collection

1942

Examination questions May 1939 to November 1941 inclusive
American Institute of Accountants. Board of Examiners

Follow this and additional works at: https://egrove.olemiss.edu/aicpa_exam
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
American Institute of Accountants. Board of Examiners, "Examination questions May 1939 to November
1941 inclusive" (1942). Examinations and Study. 131.
https://egrove.olemiss.edu/aicpa_exam/131

This Book is brought to you for free and open access by the American Institute of Certified Public Accountants
(AICPA) Historical Collection at eGrove. It has been accepted for inclusion in Examinations and Study by an
authorized administrator of eGrove. For more information, please contact egrove@olemiss.edu.

EXAMINATION
QUESTIONS
MAY, 1939 TO NOVEMBER, 1941

EXAMINATION QUESTIONS
MAY, 1939, TO NOVEMBER, 1941
INCLUSIVE

EXAMINATION
QUESTIONS
PREPARED BY BOARD OF EXAMINERS
OF THE AMERICAN INSTITUTE
OF ACCOUNTANTS
MAY, 1939, TO NOVEMBER, 1941
INCLUSIVE

AMERICAN INSTITUTE OF ACCOUNTANTS
13 EAST 41 st STREET, N EW YORK, N. Y.

Copyright 1942
By American Institute of Accountants

INTRODUCTORY NOTE
In this volume appears the text of examination problems
and questions in accounting, commercial law, and auditing
set by the board of examiners of the American Institute of
Accountants beginning with the papers of May, 1939, and
including those of November, 1941. This is the fifth volume
of its kind. The four prior ones contain all problems since
1917.
While no official answers are ever published by the Insti
tute, students and candidates may derive benefit from a
review of the unofficial answers by Messrs. H. P. Baumann
and Spencer Gordon, published from time to time in The
Journal of Accountancy. Consequently, following the prece
dent established in 1931, the American Institute Publishing
Co., Inc., now brings forth a new book containing the an
swers which have appeared in The Journal of Accountancy
to the questions included in this volume.
J ohn L. Carey, Secretary
February, 1942.

Examinations of May, 1939

A uditing
MAY 11, 1939, 9 A.M. to 12:30 P.M.
The candidate must answer all questions.
No. 1 (5 points):
State for each case the conditions under which an auditor
may accept the valuation of the inventory of a manufactur
ing or trading concern, for many years consistently priced
on one of the following bases, viz.: (a) cost, (b) market, (c)
the lower of cost or market, (d) sales value, or (e) standard
cost. In each instance the auditor himself has verified the
inventory by thorough tests of quantities, prices, and cleri
cal accuracy.
No. 2 (5 points):
Should the footings of the cash, purchase and sales rec
ords and the postings of the respective totals to the gen
eral ledger be checked or tested as part of an examination
of the books of account? Why? Give one or more examples
of possible irregularities that might be detected by these
checks or tests.
1
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No. 3 (5 points):
The Smith Manufacturing Company buys all its raw ma
terial from the Jones Company and pays upon receipt of
the goods. In December, 1937, the Jones Company re
quired extra cash to take advantage of favorable market
conditions and borrowed $20,000 from the Smith Company
on its negotiable promissory note maturing June 1, 1938.
By agreement apart from the note, payments were to be
made on the principal of the note by application of billings
for raw material successively supplied to the Smith Com
pany in 1938. The Smith Company discounted the note
a t the bank and turned over the cash proceeds to the Jones
Company. No entries recording the transactions were
made on the books of the Smith Company. In preparing
financial statements of the Smith Company as a t December
3 1 , 1937, how should the facts relating to the note be shown
on the company’s balance-sheet? State your reasons.
No. 4 (5 points):
Give a convincing reason why dividends received on
treasury stock should not be shown as income. Mention
exceptions to this rule.
No. 5 (5 points):
Where and how are the terms “ vouching” and “ vouch
ering” used and what is their meaning?
No. 6 (10 points):
How can the auditor assure himself, when examining the
client’s accounts for the first time, th at there are no en
cumbrances upon the assets other than those disclosed by
the accounts themselves and by the officers’ certificates?

AUDITING

3

State what further measures he should take in this con
nection concerning (a) real estate and equipment, (b)
merchandise, (c) accounts receivable.
No. 7 (10 points):
A wholesale concern makes advances to its salesmen
from petty cash. All these advances are first approved by
the sales manager. The unused portions of the advances
are taken back into the petty-cash fund. The latter is
periodically reimbursed from general cash for the net
amount paid out and the expenditures of the salesmen are
charged to “ travel and entertainment expenses.” The petty
cashier checks the salesmen’s expense statements and keeps
them on file.
(a) W hat is the weak point of this procedure and what
is the principle involved that has not been ob
served?
(b) Would the control be adequate if the salesmen’s
expense statements were to be attached to the
petty expense summary, thus to become a part of
the reimbursement voucher after being subjected
to the vouchering department’s or staff auditor’s
scrutiny? Give reasons for your opinion.
(c) If the control would not be adequate, state specifi
cally how the advances and expenditures can be
satisfactorily controlled and explain the internal
accounting procedure.
No. 8 (10 points):
Briefly describe a practical method of filing from year to
year the auditor’s work papers in connection with the an
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nual audits of a large industrial concern—from the report
and accounts down to the detailed schedules and other
papers and memoranda.
No. 9 (10 points):
The department of internal revenue has disallowed the
deduction from taxable income of:
1. The expenditure of $200 to rehabilitate a truck that
had been completely written off.
2. The amount of $100 written off in connection with
another truck. This truck had been retired from
service and turned in as a part of the purchase price
of a new truck. After deducting the depreciation
reserve and the trade-in allowance the above $100
remained as part of the debit balance in automobile
account and was written off as a loss.
Explain why these deductions were disallowed and indi
cate what entries should be made to give effect to the de
cision.
No. 10 (15 points):
In a large concern the payment of purchase invoices is
ostensibly under close control. The invoices pass through
the usual routine of verification by the purchase, receiving,
and accounting divisions. They accompany the checks
when presented to responsible officers for signature and
countersignature, and all invoices and memoranda pertain
ing to a payment are filed together. Nevertheless, it occa
sionally happens that an invoice is paid twice. Describe
various conditions under which this could take place
and how they may be remedied.

AUDITING

5

No. 11 (20 points):
Briefly define the meaning of each of the terms
“ voucher,” “ voucher check,” “ voucher index,” “ voucher
record” and describe, in not over 400 words, a modern
accounts payable voucher system, its operation and ad
vantages.

A ccounting Theory and Practice—Part I
MAY 11, 1939, 1:30 P.M. to 7:30 P.M.
The candidate must solve all problems.
No. 1 (10 points):
Under the terms of the will of J. J. Bullard, who died in
1935, the beneficiaries were:
M ary Bullard, widow of testator, who was left a special
bequest of $50,000 payable immediately, and in addi
tion a life interest in one half of the residuary estate,
with the right of appointment.
Kathlyn Bullard, his daughter, who was left one fourth
of the residuary estate. One half of this was left out
right and the other half to remain in trust, with the
right of appointment.
Jenny Bullard, his daughter, who was left a life interest
in one eighth of the residuary estate, with the right of
appointment.
John Bullard, his son, who was also left a one eighth
interest in the residuary estate, to be paid to him
outright.
The testator specified that, on account of the unsatis
factory market conditions, the trustees have the power and
right to defer liquidation of any of the assets until, in their
opinion, conditions are favorable and may, in their discre
tion, make intermediate distributions of principal from
the funds so realized to the beneficiaries who are entitled
6
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thereto. The income from the estate was to be dis
tributed annually in the proportion of the beneficiaries’
interests.
On December 31, 1937, the following advances were
made on account of principal:
Kathlyn B ullard..................................... ...............
John B ullard...........................................................

$150,000
100,000

but the special bequest to M ary Bullard had not yet been
paid.
The trustees rendered their first accounting to the surro
gate as a t December 31, 1937, on which date all income,
after paying therefrom all expenses applicable to income,
was paid to the beneficiaries.
The surrogate’s decree on the accounting of December
31, 1937, specified that (1) in considering the distribution
of future income, all intermediary payments of principal
should be treated as advances to the beneficiaries, and (2)
in order to make a fair and equitable division of income,
interest a t six per cent per annum should be charged and
credited.
The income of the year 1938 amounted to $450,000 after
all expenses applicable to income had been paid. No further
distribution of principal had taken place.
Prepare a statement showing the amounts payable to
each beneficiary on December 31, 1938.
No. 2 (20 points):
The Universal Patent Corporation acquired 700 shares
of the capital stock of the General Development Company
as follows:

8
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D ate acquired
No. of shares Purchase price
January 2, 1938 ...............................
600
$300,000
June 30, 1938..................................
100
46,000

The audited balance-sheets of the General Development
Company are given here below:
Assets
Cash......................................
Royalties receivable............
P a te n t...................................

Jan. 1 June 30 Dec. 31
1938
1938
1938
$ 30,000 $ 78,000 $ 40,000
60,000
65,000
50,000
60,000
57,000
54,000
$150,000 $200,000 $144,000

Liabilities
Federal income tax payable
Sundry liabilities................
Capital stock—1,000 shares
Earned surplus....................

$ 20,000 $ 19,000 $ 25,000
5,000
6,000
4,000
100,000 100,000 100,000
25,000
75,000
15,000
$150,000 $200,000 $144,000

Adequate provision was made for amortization of the
patent by a straight-line method and for all liabilities,
including taxes, and no undistributed-profits tax is pay
able. On December 30, 1938, a dividend of $150,000 had
been paid.
On th at same date the shareholders of the General
Development Company ordered the liquidation of the
company as a t the close of December 31, 1938. The share
holders were to receive a pro-rata assignment of their
interest in the patent on January 2, 1939. The collection
of royalties receivable, payment of liabilities, and distribu
tion of available cash was to be effected not later than
February 15, 1939, and $1,000 was appropriated for the
estimated expenses in the period of liquidation.
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From the foregoing information, prepare the entries
which the Universal Patent Corporation should make to
record the amortized cost of its interest in the patent on
the date of assignment.
No. 3 (35 points):
A governmental authority was constituted about July
1, 1937, to carry out certain recreational activities for
which the authority was to buy or construct the equip
ment.
I t was decided that the accounts of the authority will
show budgetary estimates as well as actual income and
expenditures in an approved manner, and that the transac
tions will be recorded in the following funds:
General operating fund
Working capital fund
Sinking fund for redemption of bonds
Property fund
From the following information, prepare a columnar
work sheet recording the transactions of the authority
so as to show the asset and liability and budgetary ac
counts for the year ended June 30, 1938:
(1) An advance of $50,000 was made by the govern
ment creating the authority to finance the initial con
struction and activities, to be repaid out of operating
revenues.
(2) From the working capital fund thus created, $10,000
was transferred to the general fund for current operating
expenses until revenues could be realized.
(3) A budget of recreational activities for the year was
adopted as follows:

10
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Revenues
Licenses...............................................
Fees......................................................
Sales.....................................................
Miscellaneous......................................

$ 50,000
100,000
30,000
10,000

$190,000

Expenditures
Administration....................................
Bathing pavilion..................................
Boating................................................
Park maintenance...............................
Interest on bonds...............................
Sinking fund requirements................

$ 10,000
65,000
25,000
54,000
6,000
20,000

$180,000

(4) Purchases of supplies were made for central stores
to the amount of $36,000 and paid in full.
(5) A bond issue of $200,000 for improvements was au
thorized as of July 1, 1937, bearing interest a t 3 per cent
per annum, payable semi-annually. I t was disposed of on
August 1st a t par and accrued interest of $500.
(6) Contracts amounting to $165,000 were let for im
provements. Work was completed and contracts paid to
extent of $156,000, which included $1,000 extras, leaving
$10,000 in progress on June 30, 1938.
(7) Additional construction work was supplied through
the working-capital fund to the extent of $34,000, which
included $18,000 labor paid in cash, $14,000 material from
stores a t cost, and $2,000 overhead. The working capital
fund was reimbursed in full for this service.
(8) Other services (labor only) supplied to authority
activities and paid for by the working capital fund were
as follows, including 10 per cent or $920 for overhead:
Bathing pavilion.................................
Boating................................................
Park maintenance...............................

$ 3,300
1,100
5,720

$10,120
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Of the above, $2,200 for park maintenance was incom
plete and not billed as of June 30, 1938. Otherwise, reim
bursement to the working capital fund was completed.
(9) Revenues collected during the year were as follows:
Licenses................................................
Fees......................................................
Sales.....................................................
Miscellaneous......................................

$ 48,500
101,400
29,200
9,400

$188,500

In addition there were $1,600 of licenses billed but not
collected, on which possible losses should not exceed 20
per cent.
Of the fees collected, it was necessary to refund $210.
Of the licenses collected, $500 represented advance
payments on account of the following year.
(10) Supplies were issued to authority departments by
the central stores as follows, the figures in each case in
cluding 10 per cent or a total of $1,050 for working capital
fund overhead:
Administration....................................
Bathing pavilion..
Boating.................
Park maintenance

$ 330
2,640
1,650
6,930

$11,550

Transfers were made to the working capital fund to the
amount of $10,600 on account of these items.
(11) Contracts and orders issued during the year for
operating expenses totaled $83,000. These were liquidated
to the extent of $81,160, leaving $1,200 for bathing pa
vilion, and $640 for boating, or a total of $1,840 outstanding
a t June 30th.
(12) Vouchers approved during the year for payrolls,
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invoices, and miscellaneous, including those covering con
tracts and orders liquidated, as well as other items, were
as follows:
Administration....................................
Bathing pavilion.................................
Boating................................................
Park maintenance...............................
Interest................................................

$ 9,450
59,160
21,600
41,000
6,000

$137,210

Treasury warrants were issued and paid in settlement
of these items to the amount of $135,610.
(13) Transfer was made to the sinking fund for $18,000
of the amount due it from the general fund, leaving the re
mainder as still owing. Securities costing $18,000 were
purchased for this fund, and income thereon was realized
to the amount of $300. Among the securities purchased
were $5,000 bonds of the authority, which were immedi
ately retired.
(14) The sum of $5,000 was repaid to the working
capital fund on the advance made to the general fund.
(15) Purchases of office and general equipment to the
amount of $20,000 were made from the working capital
fund. This equipment is to be written off by charges to
overhead a t the rate of 5 per cent per year, beginning with
the current year.
(16) Overhead expense of the working capital fund paid
for the year was $2,600. The physical inventory of stores
a t the end of the year was $12,300. Stores and overhead
surplus were carried to the surplus account of the fund.
The sum of $1,000 was repaid to the central government
to apply on the advance made to the authority.
(17) Among the invoices paid during the year from the
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general fund were items totaling $16,540 for park main
tenance equipment.
No. 4 (35 points):
From the following trial balance of the Household F u r
nishing Corporation and accompanying data, prepare the
balance-sheet of December 31, 1937, and the profit-andloss account for the year ended on that date:
T rial B alance (per books)
December 31, 1937
Cr.
Dr.
Cash...................................................... $ 83,000.00
1,078,000.00
Instalment accounts receivable.........
7,000.00
Sundry advances.................................
Reserve for bad debts—January 1,
$ 27,000.00
1937..................................................
Reserve for collection expenses—
14,000.00
January 1, 1937...............................
Merchandise inventory—December
160,000.00
31, 1937............................................
15,000.00
Furniture and fixtures........................
12,000.00
Delivery equipment............................
Reserve for depreciation—December
6,300.00
31, 1937............................................
8,600.00
Improvements to leaseholds...............
Reserve for amortization—December
3,100.00
31, 1937............................................
4,900.00
Prepaid expenses.................................
92,400.00
Accounts payable................................
75,000.00
Reserve for contingencies..................
Capital stock—8,000 shares of $100
800,000.00
each..................................................
358,318.75
Earned surplus....................................
1,068,750.00
Sales—instalment...............................
56,250.00
Sales—cash..........................................
567,506.25
Cost of sales—instalm ent..................
37,662.50
Cost of sales—cash.............................
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Selling and general expenses.............
Dividends paid....................................

$ 367,450.00
160,000.00
$2,501,118.75 $2,501,118.75

The corporation sells household goods on the instalment
plan. Payments are deferred over periods ranging from 12
to 18 months. No carrying charges are made, the selling
price being the full amount payable by the customer.
The entire profit is taken up as income of the year in
which the sales are made, and federal income taxes are
provided on that basis. They are paid, however, on the
instalment basis (see note 2), and the unpaid balance, rep
resenting taxes on the unrealized profit in the instalment
accounts receivable, is carried as a reserve for contin
gencies.
At the end of each year the instalment accounts are
evaluated so that the reserve for doubtful accounts may
be adjusted to correspond with this appraisal. The reserve
for collection expenses must a t that time be adjusted to
an amount that equals 1½ per cent of the instalment ac
counts receivable after deducting the reserve for doubtful
debts.
Upon examination of the books the following additional
information has become available:
Instalment accounts receivable amounting to $18,500
are considered worthless and should be written off. The
management further estimates that a reserve of $28,500
will be adequate to provide for additional losses on account
of doubtful customers’ balances. The auditor, however,
believes th at this reserve may not be adequate, but he
cannot induce the management to provide more.

ACCOUNTING THEORY AND PRACTICE

15

I t was also found that the reserve for collection expenses
at the beginning of the year had not been correctly com
puted.
During the year $5,100 had been written off for losses
on repossessed goods, as follows:
On sales in 1934........................................................
“
“ “ 1935........................................................
“
“ “ 1936........................................................
"
“ “ 1937........................................................

$ 3,500
1,500
800
600

Value of repossessed goods......................................

$ 6,400
1,300

W ritten off, as above...............................................

$ 5,100

The $18,500 of worthless accounts represent sales made
in the following years:
1934 ............................................................................
1935 ............................................................................
1936 ............................................................................
1937 ............................................................................

$12,000
3,000
2,000
1,500

Together, as above...................................................

$18,500

The collections during the year applied to instalment
sales as follows:
1934 ............................................ .......................
$
1935 ......................................................................
1936 ............................................................................
1937 ............................................................................

3,600
58,000
210,000
820,000

$1,091,600
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The previous years’ percentages of gross profit were:
1934 ..........................................................................
49%
1935 .............................................................................. 48%
1936 .............................................................................. 46.5%

I t may be assumed that no excess-profits tax is payable.
N otes
(1) The normal tax computation for the year 1937 is as
follows:
On the first..............
On the next.............
On the next.............

$ 2,000 a t the rate of 8 % o r $ 160
13,000 “ “ “ “ 11% “ 1,430
25,000 “ “ “ “ 13% “ 3,250
$40,000

$4,840

On income in excess of $40,000 a t the rate of 15%
(2) According to section 44 of the income-tax law:
“ . . . a person who regularly sells . . . on the instal
ment plan may return as income therefrom in any
taxable year that proportion of the instalment pay
ments actually received in that year which the gross
profit realized or to be realized when payment is com
pleted, bears to the total contract price.”

Com m ercial Law
MAY 12, 1939, 9 A.M. to 12:30 P.M.
Reasons must be stated for each answer. Whenever prac
ticable give the answer first and then state reasons. Answers
will be graded according to the applicant’s evident knowledge
of the legal principles involved in the question rather than on
his conclusions.
Group I
Answer all questions in this group.
No. 1 (10 points):
X, a dealer, makes numerous sales to Y, and a t the end
of each calendar month X sends Y an itemized statement.
Some but not all of the charges by X bear interest. Because
of unsettled disputes, a few of the items listed on the state
ment of April 30, 1939, had been billed for over five years.
Y is about to make a payment on account. Has Y the right
to compel X to apply this payment to items of principal
or interest specified by Y, a t the time of payment? Or has
X the right to apply this payment as X desires, (a) if Y
specifies the application, (b) if Y does not specify? If X
has a right to apply the payment as X desires, within what
time should he exercise it, and what notice if any should X
give Y concerning the application made by X?
No. 2 (10 points):
F, G, and H on March 15, 1939, agree orally to begin
business in corporate form on M ay 1 , 1939, and they retain
17
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a lawyer who prepares the certificate of incorporation
which they execute on April 3, 1939. On April 10, 1939, F
takes this certificate for delivery to the lawyer, but he
inadvertently fails to deliver it. During the month of April,
1939, G and H sign a lease for office space and make various
other contracts, all in the name of the proposed corpora
tion. The lawyer inferred that the m atter of the proposed
incorporation had been dropped and he did nothing further
with respect to it. Can F, G, and H be held personally
liable on the lease and the other contracts made in April?
If so, would they be held jointly, severally, or jointly and
severally liable?
No. 3 (10 points):
When and in what circumstances may a general agent
renounce his agency and terminate his relationship with
his principal without incurring liability to the principal?
No. 4 (10 points):
Black made and delivered a legally valid promissory
note, entirely in his own handwriting, payable a t “ No. 22
M ira Vista Ave.,” which was his residence. The note was
transferred several times by endorsement, and someone
without authority added “ People’s Trust Co.” in printed
characters on the face of the note directly under the hand
written designated place of payment. Thereafter, but prior
to maturity, Brown acquired the note by purchase for
value and without actual knowledge of the alteration. At
m aturity, Brown presented the note a t the People’s Trust
Company, which was not a t the stated address, and the
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note was not paid. Can Brown recover from Black on this
note?
No. 5 (10 points):
Define partnership and state and explain briefly the
more im portant legal characteristics of one.
Group II
Answer any five questions in this group. No credit will he
given for additional answers, and i f more are submitted only
the first five will he considered.
No. 6 (10 points):
X purchases on credit an automobile, for which the cash
price was $2,100, and agrees to pay $2,400 for it a t a date
six months after the date of purchase. He makes a pay
ment of $100 on account and takes possession of the auto
mobile. On the assumption that the legal rate of interest
was 6%, can X successfully attack the validity of the con
tract on the ground of usury?
No. 7 (10 points):
A collection agency, incorporated under the laws of
Missouri, makes a written contract in New York with a
New York client, which recites that the collection agency
“ has executed and attested these presents a t the City of St.
Louis, to be effective from the date the acceptance is
received a t the office of the company a t St. Louis, Mo.”
The agency has an active bank account in New York and it
maintains an office there where it has a staff of salesmen.
I t is listed in building and telephone directories in New

20
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York and it deposited the client’s check in its New York
bank account. The agency had not qualified, as a foreign
corporation, to do business in New York. Would it be per
mitted to maintain an action against its client in the New
York courts?
No. 8 (1 0 points):
State and illustrate by brief examples the difference
between a contract of sale and a contract for work, labor,
and services, and explain the importance, legally, of differ
entiating between them.
No. 9 (10 points):
A testamentary trustee received from the executor of
testator’s will shares of stock in a corporation and subse
quently he purchased additional shares of the same stock.
Thereafter the corporation issued and the trustee received
rights to subscribe to new stock of the same character.
W hat principles and rules of law should the trustee have
in mind when he decides what to do about these rights?
No. 10 (10 points):
Define purchase-money mortgage and give a brief ex
ample showing circumstances in which one normally would
be given. Which party in the sale becomes the mortgagee?
What, briefly, are the rights and remedies of each party?
No. 11 (10 points):
During a time of financial stress, the Clearing House
Committee in a certain city promised a banker in that city
and the United States Comptroller of the Currency that, if
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the banker would accept the presidency of a certain bank,
the Committee would protect the depositors of that bank
and prevent the bank’s failure.
(a) W hat is the relation between a bank and its de
positors?
(b) Was the above promise subject to the statute of
frauds?
(c) If your answer to (b) is in the affirmative, what pro
vision in said statute applied to this promise?
No. 12 (10 points):
A sole proprietor is occupying office space under a legally
valid lease which will not expire until three months from
today. He is in arrears for four months’ rent and is about to
vacate the premises. He is in arrears also for the rent of two
rooms which he occupies without a lease in a hotel. W hat
principles of law are involved in determining his right,
upon immediately vacating both premises, to remove all
of his property therefrom?

A ccounting Theory and Practice—Part II
MAY 12, 1939, 1:30 P.M. to 7:30 P.M.
The candidate must solve all problems.
No. 1 (10 points):
An investment trust, whose stock is listed on the New
York Stock Exchange, has requested an opinion concerning
the proper record of dividends received or receivable as
follows:
(1) 1,000 shares of common stock of X Manufacturing
were received as a dividend on an investment in common
stock of Y Corporation. The value of the shares a t time of
receipt, based on stock-market quotation, was $100,000.
The shares were carried on the books of the paying cor
poration a t a cost of $50 per share and the dividend was
charged to surplus a t that cost.
(2) The trust owns 1,000 shares of preferred stock and
500 shares of common stock of A Corporation and has re
ceived as a preferred dividend 100 additional shares of
common stock of A Corporation.
(3) A dividend is receivable on a common-stock invest
ment payable at the option of the shareholder in cash or in
preferred stock of the paying company, similar preferred
stock being outstanding and listed on the stock exchange.
The trust has decided to take stock.
Give your opinion how in each instance the receipt of the
above dividends should be recorded.
N ote.—Investment trusts, when listing their stock on
22
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the New York Stock Exchange, agree with the exchange
as follows:
“ N ot itself, and not to permit any subsidiary,
directly or indirectly controlled, to take up as income
stock dividends received a t an amount greater than
th at charged against earnings, earned surplus or both
of them by the issuing company in relation thereto.”
No. 2 (15 points):
On July 1, 1937, the merchandise inventory of the glove
department of a department store aggregated $90,600 a t
retail and $54,360 a t cost. During the following six months
the purchases and sales were as follows:
Purchases
Month
July.......................____
August..................____
September............ ____
October.................
November............
December.............

Cost
$ 24,300
31,500
43,000
35,200
17,300
9,500

Retail
Price
$ 40,200
55,800
75,900
60,000
30,300
15,700

Original
Mark-up
$ 15,900
24,300
32,900
24,800
13,000
6,200

N et
Sales
$ 24,900
30,500
38,200
55,300
58,700
60,900

$160,800

$277,900

$117,100

$268,500

During these six months the following reductions were
made in the retail price:
1.
2.
3.
4.

To facilitate disposal of over stock...................
In connection with odd lo ts...............................
To meet competitive prices................................
Miscellaneous.......................................................

$ 4,000
2,500
3,000
2,000

Together............................................................

$11,500
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In addition to the above mark-downs, the selling price
of certain merchandise was reduced in connection with a
special store-wide sale held annually in October of each
year. For the duration of the sale, the selling price of a lot
of merchandise consisting of 300 dozen pairs of a nationally
advertised brand of gloves was reduced from $5.00 per pair
to $4.25 per pair. At the conclusion of the special sales
period it was found that 26 dozen pairs remained unsold and
the selling price thereof was restored to $5.00 per pair.
During the season the selling price of a special lot of
imported gloves which proved to be unusually popular was
increased from the original selling price of $6.00 per pair
to $7.50 per pair. This additional mark-up applied to 500
dozen pairs of gloves. Later in the season the additional
mark-up of $1.50 was canceled on 75 dozen pairs of gloves
of a certain color which were not moving as fast as the
remainder of the line and the price reduced to the original
price of $6.00 per pair.
A physical inventory taken a t the close of business De
cember 3 1 , 1937, aggregated $94,500 a t retail. The physical
inventory a t retail was found to be unusually close to the
book inventory and did not show the normal expected
shrinkage. Investigation revealed that a lot of 50 dozen
pairs of gloves received in the last few days of the year had
not been included in the purchases recorded in the stock
records because the invoice had not been received until
after the close of the year. This lot of 50 dozen pairs of
gloves was purchased a t a cost of $3.75 per pair and marked
to sell a t $6.00 per pair. Some of the gloves included in this
lot had been sold before the close of the year and were not
included in the inventory.
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From the above information compute by use of the re
tail inventory method:
(a) The amount of the stock shortage a t retail.
(b) The value a t which the closing inventory of the
glove department should be carried on the bal
ance-sheet.
(c) The cost of sales for the six months ended December
31, 1937.
In the solution carry percentages to 2 decimal places.
No. 3 (35 points):
Company A and Company B are engaged in the produc
tion and sale of crude oil. On January 1, 1938, Company A
acquired from Company B a twenty years’ leasehold on a
certain undeveloped property on the following terms:
1. Of the oil produced, 12½ per cent is to be delivered
to Company B as royalty.
2. On the remaining 87½ per cent Company A is to pay
Company B 25 cents per barrel until the total so
paid has aggregated $700,000. The latter sum is
understood to be the purchase price of the lease
and must be paid unless the geologists’ estimate of
the total oil underground capable of being produced
is less than 3,200,000 barrels. In that event the
purchase price will be proportionately reduced.
3. To ensure development of the property, Company A
is to keep one string of drilling tools in continuous
operation until January 1, 1948, or pay a penalty
to Company B for idle periods, calculated on the
basis of $50,000 for a whole year’s cessation of
drilling operations.
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4. Company A is to pay the land rentals which amount
to $75,000 per annum payable in advance and are
due on January 1st of each year.
5. Company A may discontinue development and aban
don the leasehold a t the end of ten years, upon
which any unpaid balance of the purchase price of
the lease will become due and the property, with all
its development and equipment, reverts to Com
pany B.
During 1938 Company A drilled continuously and ex
pended $630,000 for drilling, construction of field lines,
and other work in the field, and produced 648,000 barrels
of oil, which were all sold or delivered within the year.
Company A realized an average of $1 per barrel on the
sales of crude oil and all costs of producing and handling
amounted to 40 cents per barrel on its own share of the oil
produced, before depletion and land rentals.
I t was agreed by the geologists of both companies that
on January 1, 1938, the oil underground capable of being
produced from the wells existing on December 31, 1938,
aggregated 2,400,000 gross barrels and th at it will require
ten years to produce it.
They also estimated th at on January 1, 1938, the total
oil reserves in the property amounted to 8,000,000 gross
barrels and that, with an expenditure of $1,600,000 for
additional wells and facilities, this oil can be produced
during the life of the lease. The latter sum includes the
estimated cost of keeping one string of drilling tools in con
tinuous operation.
Company A, having in the meantime acquired other
properties which produce crude oil of higher quality at
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lower cost, sought to revise the agreement. Company B
offered to reduce, commencing January 1 , 1939, the penalty
for failure to continue drilling operations to $10,000 per
annum, to operate the property using the existing wells
and facilities, or any additional wells and facilities, to
keep them in good operating condition, and to deliver to
Company A its share of the crude oil for 35 cents per barrel.
In other respects the terms of the contract were to remain
the same.
Company A will charge depletion on the basis of actual
exhaustion of the estimated oil reserves, without regard to
the discovery value—and percentage depletion clauses in
the federal income-tax law.
(a) W hat entries should be made by Company A on
January 1, 1938?
(b) W hat is the gross profit or loss of Company A on
the crude oil produced and sold in 1938?
(c) Which of the following alternatives will be the most
advantageous to Company A, assinning that
operating costs and sales prices remain the same,
and th at the wells and equipment have no salvage
value:
1. N ot to accept Company B’s offer and to con
tinue production and development.
2. N ot to accept Company B’s offer and to continue
production, but to discontinue development.
3. Not to accept Company B’s offer and to dis
continue production as well as development.
4. To accept Company B’s offer and to continue
development.
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5. To accept Company B’s offer and to discontinue
development.
No. 4 (40 points):
On January 2, 1938, Brown and Black jointly bought
from Smith certain real estate on which two buildings
had been erected. One of the buildings occupied two-thirds
and the other the remaining one-third of the property.
The purchase price was $150,000 for the entire property,
the seller (Smith) agreeing to pay off a $120,000 four-per
cent mortgage and other encumbrances attaching to the
property. These encumbrances consisted of unpaid taxes
for 1935, 1936, and 1937, that had become liens on the
property on December 31st of each year. They were by
m utual agreement accepted as being respectively $6,400,
$5,700, and $5,700. Smith also agreed to bear the expenses
incident to title search and guaranty.
Brown advanced $1,000 to bind the contract, and agreed
to close the deal on February 1 5 , 1938. He also agreed that
the other expenses incident to the purchase and closing
should be paid by Brown and Black.
On the same day, January 2, 1938, the two-thirds of the
property was sold to Jones for $109,000 cash. Jones was to
receive the net income from the property from th at date
on and to receive a clear title on February 1 5 , 1938.
The above mortgage of $120,000 was held by the X In 
surance Company. Interest had been paid to September 1,
1936, and since January 1, 1937, the mortgagee had oper
ated the property.
To finance the above deals, insure proper payment of
encumbrances, and make final cash settlements, Brown
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and Black designated the Y Trust Company as their de
pository and agent in the foregoing purchases and sales.
The Y Trust Company agreed to receive in escrow the
$109,000 paid by Jones and to take a $42,000 four-per-cent
mortgage on the remaining third of the property on Febru
ary 15, 1938. From the $151,000 thus available the trust
company was to pay off the $120,000 mortgage and settle
with the X Insurance Company on the latter date. The
trust company was also to pay or make provision for
the encumbrances, attend to the transfer of title, and make
final settlement with the other parties to the aforemen
tioned sale and purchase transactions.
On February 15, 1938, the trust company had complied
with all the foregoing terms and rendered the following
accounting to Brown and Black:
Receipts
From Jones—for the two-thirds of the property sold
Jan. 2, 1938.....................................................................
From Y T rust Company—for mortgage on the remain
ing third............... .........................................................
Disbursements
Revenue stam ps.................................................................
Traveling expenses.............................................................
Telephone and telegrams..................................................
Title search.........................................................................
Title guaranty policy.........................................................
90% of 1935 and 1936 taxes................... .......................
Held in escrow for balance of taxes.................................
Jones....................................................................................
Smith............................................................................... ..
X Insurance Company—per account rendered..............
Brown and Black...............................................................

$109,000
42,000
$151,000
$

150
128
52
1,364
400
10,890
6,910
2,940
23,840
101,786
2,540
$151,000
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The account rendered by the X Insurance Company
was submitted with the above settlement, viz.:
Amount of mortgage................................................................ $120,000
Interest from Sept. 1, 1936 to Dec. 31, 1937.......................
Interest from Jan. 1, 1938 to Feb. 15, 1938.........................
Less—Balance of operating income
Rental income to Feb. 2 8 , 1938..........

1937
1938
$32,400 $5,400

Deduct—Operating expenses
Heat, light and power......................
Maintenance and repairs.................
Salaries and wages............................
Management fee—4 % .....................

$ 2,400 $ 400
4,300
250
3,600
124
216
1,296
$11,596 $ 990
$20,804 $4,410

Balance payable............................

25,214
$101,786

The transactions in the remainder of the year 1938 were
as follows:
All rents, amounting to $9,000 were collected.
All operating expenses were paid to the amount of
$2,700.
Semiannual interest was paid on the mortgage when
due.
The 1937 taxes were paid in the amount of $6,000.
The 1935 and 1936 taxes were settled a t a reduction
of 9 per cent.
Alterations costing $2,500 were made for a new
tenant who took a five-year lease, beginning July 1st,
at the rate of $125 per month.
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The new tenant deposited $1,000 to secure the lease,
applicable as rent for the last eight months of the
term.
Black drew $100 per month management salary from
February 15, 1938.
On December 31, 1938, the remaining third of the
property was sold for $52,000 cash, Brown and
Black assuming all encumbrances, including the
1938 taxes, which had accrued a t the 1937 rate, and
depositing their amount with the Y Trust Co.
From the foregoing data prepare the following accounts
of Brown and Black:
1. A statement of profit and loss showing separately
the profit or loss on the sale and on the operation
of the property.
2. A statement of receipts and disbursements, also
showing the final distribution of cash to the two
partners.
Submit any necessary work sheets.

Examinations of November, 1939
A uditing
NOVEMBER 16, 1939, 9 A.M. to 12:30 P.M.
The candidate must answer all questions.
No. 1 (5 points):
Under what heading and a t what value should goods
shipped to a customer, sight or time draft with bill of lading
attached, be shown on the balance-sheet, where some of
the drafts th at should ordinarily have been paid or ac
cepted have not yet been reported by the bank as settled?
No. 2 (5 points):
While examining the books and records of a corporation
as a t December 31, 1938, the following resolution is found
in the directors’ minutes of December, 1938:
“ R esolved, T hat the officers of the company are
directed as of January 1 , 1939, to adjust the property
values to a basis reflecting current values as esti
mated by the directors by writing off 10 per cent of
such property values with a reduction in the reserves
for depreciation in the same ratio, the net difference
to be charged to earned surplus.”
I t is not the intention of the company to make such
adjustm ent until 1939 but the president’s letter to share32
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holders accompanying the December 31, 1938, balancesheet will contain a reference to the write-off.
(a) How should the foregoing be dealt with in the
audited accounts submitted for the 1938 report
to the shareholders?
(b) How would you deal with the m atter in 1939 and
(c) thereafter? In each case state your reasons.
No. 3 (5 points):
Company B received from Company A a substantial
order for merchandise and upon shipment Company B
rendered a bill to Company A for the goods purchased.
Through the misplacement of the decimal point the
amount of the bill was exactly one tenth of what it should
have been. Company A entered and settled the bill a t the
smaller amount and, a t the time the usual audit was being
made, had not heard from Company B. The auditor dis
covered the error, although he was not expected to check
the purchase invoices for clerical accuracy. Company A
had to admit the error but did not permit its correction,
placing the responsibility upon Company B.
The auditor was some time later engaged by Company
B for a balance-sheet examination which likewise did not
include a check of detail. Remembering the incident and
anxious to see whether Company A had acknowledged the
additional indebtedness and paid up, he found th at the bill
had also gone through Company B ’s books a t the lower
amount, th at the error had not been discovered, that
Company A’s check had been received and credited in full
settlement of the bill and that nothing had been heard
from Company A.
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State what the auditor should do in each examination.
Give reasons.
No. 4 (5 points):
In connection with the usual verification of bank bal
ances, state:
(a) Whether the examination of canceled checks and
their comparison with entries in the disbursement
journal constitute an adequate audit of the dis
bursements.
(b) W hat purpose is served by such an examination
and comparison?
(c) W hat further examination is necessary to make the
audit adequate?
No. 5 (10 points):
A large U. S. concern owns foreign companies or branches
th at own and operate plants and sell their product in their
respective countries. Their balance-sheets include among
other accounts the following:
1.
2.
3.
4.
5.
6.

Cash in restricted currencies.
Accounts receivable.
Inventories.
Capital assets.
Current liabilities.
Intercompany account payable.

The accounts of the foreign companies or branches
were all converted a t the official rates of exchange a t the
close of the fiscal year, and the exchange differences in con
solidation carried forward as a debit under deferred charges.
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In auditing the accounts (a) what rates of exchange would
you use in making the conversions of the above balances
and (b) how would you recommend handling the exchange
differences?
No. 6 (10 points):
When basic raw materials are processed by a series of
operations, how should the cost of manufacture be allocated
to the various products and by-products—
(a) Where one principal commodity is produced in
several classes and grades, leaving by-products
th at are sold without further processing?
(b) Where two principal commodities are produced in
diverse classes and grades after the raw material
has passed through several intermediate processes,
and in the successive stages of manufacture
various by-products are recovered that are sold
without further processing?
No. 7 (10 points):
In an engagement to examine the 1938 books and ac
counts of a corporation the following trial balance is
submitted:
Assets
Cash.......................................................................
Accounts receivable..............................................
Inventory of merchandise...................................
Deferred charges...................................................

$ 250,000
800,000
750,000
25,000
$1,825,000
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Liabilities
Notes payable.......................................................
Accounts payable and accruals..........................
Capital stock—$100 p a r......................................
Earned surplus......................................................

$ 100,000
500,000
1,100,000
125,000
$1,825,000

The cash book shows a payment of $200,000 made on
January 2, 1939, to the president which was described on
the cash book as a “ loan.” I t was found that $200,000 was
loaned him on October 3, 1938, and paid off on December
28, 1938, with interest. The president is a man of consider
able means.
(a) W hat position should you take in preparing the
accounts of December 3 1 , 1938, assuming th at all
other items on the trial balance were satisfac
torily verified?
(b) Give the balance-sheet you would be willing to
certify.
No. 8 (10 points):
During the examination of the accounts of a real estate
company owning a large office building it is found that the
receivables include a rather large amount of overdue rents.
The bookkeeper also acts as cashier and the manager of
the building checks the collection of rents by comparing
monthly lists of rents receivable furnished by the book
keeper.
The rent rolls are kept by a clerk under the super
vision of the bookkeeper; the former prepares the monthly

AUDITING

37

rent bills and submits them to the bookkeeper who mails
them to the tenants.
W hat procedure should be followed in a thorough test of
the rental income?
No. 9 (10 points):
An examination of the balance-sheet of an industrial
concern is made for credit purposes and the following
conditions are discovered:
1. Cash includes a substantial sum specifically set aside
for immediate reconstruction of plant and renewal
of machinery.
2. Trade accounts receivable include a large amount of
customers’ notes of which a considerable number
had been renewed several times and may have to be
renewed continually for some time in the future.
The interest is settled on each m aturity date and
the makers are in good credit standing.
3. Inventory includes retired machinery, some a t regu
larly depreciated book value, other at scrap or sales
value.
4. Surplus includes a sinking fund reserve, set up out of
profits in accordance with the trust deed.
How should the foregoing items be shown on the balancesheet? Give reasons.
No. 10 (10 points):
W hat is the customary procedure th at should be fol
lowed by a large concern having numerous branches deal
ing with each other and with the head office, so as to insure
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prompt agreement of interoffice balances a t the close of
each accounting period?
No. 11 (20 points):
A large oil company has uniform sales contracts with all
its distributors covering the allowance of special discounts
on their purchases of lubricating oil.
At the end of each contract year each distributor receives
a special discount of 1%, 2%, or 3% on his total pur
chases over and above a minimum amount that is the same
for all. The rate is in each case determined by the bracket
in which the total volume of purchases in his contract
year has fallen. Contracts are made on any day of the
year.
The company makes monthly provision for the accruing
liability a t a percentage of the total monthly oil sales.
This percentage, it is alleged, equals the average rate of
special discount allowed in the company’s preceding fiscal
year on the sales in the contract years ended in that year
to all distributors including those who were not entitled
to any discount under the terms of their contracts. The
discounts actually allowed as each distributor’s contract
year expires are charged to the accrual.
No current record is kept of the discounts as they accrue
from month to month to each individual distributor and
from the time the policy was adopted the company never
attem pted to determine whether the accrual shown on the
books adequately covered the existing liability.
(a) State the procedure that, in a first audit, should be
followed to check or test the adequacy of the accrued
liability—
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1. in case the number of distributors is relatively small,
2. in case their number is large.
(b) Briefly outline a practical method whereby the
liability can be determined a t the end of each month with
substantial accuracy.
(c) State how the change from one method to the other
should be brought about.

A ccounting Theory and Practice—Part I
NOVEMBER 16, 1939, 1:30 P.M. to 7:30 P.M.
Solve all problems.
No. 1 (10 points):
From the following comparative summary and additional
information given, prepare a statement of application of
funds:
AMES MANUFACTURING COMPANY
C omparative Summary of B alance- sheets
Assets
December 31
1937
Current assets:
C ash........................................
Receivables (net)..................
Inventories........................... ..

$

1938

Increase
Decrease *

85,000 $ 35,000 $ 50,000 *
106,000
103,000
3,000*
158,000
146,000
12,000*

$ 349,000 $ 284,000 $ 65,000 *
Prepaid insurance, taxes, etc... $
Bond discount and expenses in
process of amortization........
Sinking-fund deposit account..

8,000 $
40,000
3,000

7,000 $
65,000
5,000

1,000*
25,000
2,000

Property, plant, and equipment $1,860,000 $2,810,000 $950,000
Less—Reserves for deprecia
tion.....................................
852,000
879,000
27,000
$1,008,000 $1,931,000 $923,000
$1,408,000 $2,292,000 $884,000
40
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Liabilities
Current liabilities:
Bank loans............................. $
$ 100,000 $100,000
Current maturities of equip
25,000
25,000
ment obligations...............
42,000
63,000
21,000
Accounts payable..................
105,000
82,000
23,000
Accrued expenses..................
$ 168,000 $ 249,000 $ 81,000
Long-term debt:
5% first-mortgage, sinkingfund bonds due January 1,
1950..................................... $ 650,000 $ 975,000 $325,000
Deferred equipment obliga
150,000 150,000
tions ....................................
$ 650,000 $1,125,000 $475,000
Capital stock and surplus:
Capital stock....................... .
Paid-in surplus....................
Earned surplus....................

$ 250,000 $ 350,000 $100,000
250,000
350,000
100,000
90,000
218,000
128,000
$ 590,000 $ 918,000 $328,000
$1,408,000 $2,292,000 $884,000

Additional information given:
(a) Property retirements recorded for the year aggre
gated $100,000. The excess of such cost over
$10,000 salvage realized was charged to deprecia
tion reserves.
(b) Additional securities were sold during the year as
follows:
2,000 shares of capital stock of $50 par value,
sold a t $100 per share

42

EXAMINATION QUESTIONS—NOVEMBER, 1939

$350,000 par value of first mortgage bonds sold at
90
$175,000 deferred equipment notes a t par
(c) Bonds are subject to retirement through a sinking
fund created by annual deposits of $25,000 on
March 15th. Bonds retired through the sinking
fund in 1938 aggregating $25,000 were bought in
for $22,000 plus accrued interest of $1,000.
(d) Provisions made by the company for the year 1938
for depreciation and for the amortization of bond
discount and expenses were correctly computed.
(e) The following analysis was made of earned surplus:
Balance a t December 31, 1937.............................................
N et profit for the year after providing depreciation of
$92,000.................................................................................
Discount on bonds retired....................................................

$ 90,000
175,000
3,000
$268,000

Deduct:
Dividends p aid.................................................
Adjustment of depreciation reserves a t De
cember 31, 1937, to basis of treasury
department re p o rt.......................................

$25,000
25,000

50,000
$218,000

No. 2 (25 points):
The Sulphur Company, organized January 1, 1934,
was formed to mine, refine, and sell sulphur. To that end it
secured a twenty-year lease on 500 acres of known sulphur
deposits, referred to as section A, and 500 acres, referred
to as section B, of potential but undiscovered sulphur
deposits. I t was estimated after engineers’ survey that there
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were 5,000,000 tons of sulphur under section A a t the time
of acquisition. Mine reports showed the number of tons
taken out by years as follows: 1934,250,000; 1935,300,000;
1936, 500,000; 1937, 800,000; 1938, 1,000,000 of which
200,000 tons remained in stock-pile.
The following statement is prepared by the company’s
bookkeeper:
B alance-sheet December 3 1 , 1938
Cash............................ $ 500,000 Current liabilities in
Receivables................
300,000
cluding interest and
Inventory of crude
taxes accrued......... $ 150,000
300,000
sulphur a t cost of
Bonds payable..........
mining and extrac
Capital stock............. 1,000,000
610,000
tion (market value
Surplus.......................
230,000
$200,000)................
180,000 Profit and loss, 1938.
Leaseholds—a t c o st..
600,000
Section A—$500,000
Section B— 100,000
460,000
Plant and equipment.
D ev elo p m e n t—Sec
tion A .....................
200,000
Prospecting—Section
50,000
B ..............................
$2,290,000

$2,290,000

This statement is correct and all accounting require
ments have been met, except that the company has never
provided for amortization or depletion since, in the words
of the company’s president, “ it had discovered from pros
pecting more new deposits than it had mined.” Nor has
provision been made for depreciation or obsolescence of
plant and equipment acquired January 1, 1934, which are
estimated to have a useful life greater than the twentyyear period of the leases and a scrap value of $50,000.
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The company had a survey made of section B by compe
tent engineers. This survey indicated sulphur deposits of
3,200,000 tons on January 1 , 1938, which were estimated to
have a fair value underground of 11 cents per ton. I t was
decided to increase the book value of the leasehold, now
carried a t $100,000, to that value. I t was also decided that
the company would charge the operations with depletion
on the basis of the increased value, although this would
not affect the depletion deductible for tax purposes.
Of the total 1938 production of 1,000,000 tons, 400,000
tons were mined from section B, all of which were sold in
1938. Prior to December 31, 1938, the bookkeeper had
written down development costs by $50,000, charging this
amount to surplus.
From the foregoing data prepare:
(a) Journal entries setting up the proper reserves and
making necessary adjustments to other accounts.
(b) Columnar work sheet showing the changes caused
by the adjustments.
(c) Final balance-sheet.
No. 3 (30 points):
Part one (18 points)
On January 1, 1938, the City of M had the following
assets:
Cash in bank........... ...............................................
Taxes receivable.....................................................
Tax title liens..........................................................

$ 15,000
50,000
35,000
$100,000
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I t also had the following liabilities and reserves:
Creditors..................................................................
School board............................................... . .........
Tax revenue notes................................ . ...............
Reserve for taxes and liens...................................
Surplus revenue....................................................

$ 4,000
10,000
6,000
70,000
10,000
$100,000

On January 3 1 , 1938, the budget was adopted as follows:
Resources:
Surplus revenue appropriated...............................
License fees and perm its.......................................
Delinquent taxes and liens....................................
Current year’s taxes........................................

$ 5,000
15,000
40,000
30,000
$ 90,000

Appropriations:
Salaries....................................................................
Office expenses........................................................
Garbage collection..................................................
Reserve for uncollectible tax-title liens................
School board...........................................................
Reserve for uncollectible 1938 taxes....................

$ 8,000
6,000
7,000
5,000
50,000
14,000
$ 90,000

During 1938 the cash collections were:
Tax-title liens.........................................................
License fees and perm its.......................................
Delinquent taxes....................................................
1938 taxes................................................................

$ 3,000
17,000
38,000
36,000
$ 94,000
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And the following disbursements were made:
Salaries....................................................................
Office expenses........................................................
Garbage collection............................
School board...........................................................
1937 bills in full settlement of all claims............

$ 19,000
7,000
8,000
30,000
3,920
$ 67,920

Taxes assessed for 1938 amounted to $66,200. Unpaid
liabilities on December 31, 1938, aggregating $1,200 had
been incurred for office expenses. Taxes receivable for 1938
were canceled to the amount of $500.
Prepare the following statements:
(I a) Balance-sheet a t December 31, 1938.
(I b) Reserve for taxes and liens.
(I c) Surplus revenue (unappropriated surplus).
Submit journal entries and work sheets.
Part two (12 points)
The city also built and operated its own water plant in
1938 for which it passed an ordinance appropriating the
sum of $150,000, the amount of the contract for the plant,
and authorizing the issue of not over $150,000 bonds. Of
these bonds $145,000 were sold for $150,500 cash.
Water rents billed to consumers amounted to $26,000
on which $22,000 was collected.
The total cost of the plant was $154,000, and the con
tractor was paid $150,000 leaving $4,000 owing him on
December 31, 1938.
In 1938 the following disbursements were made:
Office salaries..........................................................
W ater meter reader’s salary................ ................

$

2,000
2,000
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Interest on bonds............... ....................................
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$10,000
4,500

Prepare the following statements:
(II a) Balance-sheet for capital fund.
(I Ib) Balance-sheet for operating fund.
Submit journal entries and work sheets for both funds.
No. 4 (35 points):
The HKH Oxygen Company operates two producing
units—an electrolytic unit and a liquefaction unit, each
of which, when operating, produces a t capacity.

1. Electrolytic unit
The electrolytic unit produces one volume of oxygen and
two volumes of hydrogen simultaneously and this produc
tion ratio is maintained throughout, whenever the unit
operates. The unit consists of a number of metal tanks, or
“ cells,” containing electrodes carrying low-voltage, highamperage electrical current.
Water is a compound of oxygen and hydrogen. The posi
tive electrical terminal in each cell attracts oxygen, the
negative terminal attracts hydrogen. They bubble off as
gases and are collected commercially pure at the rate of 800
cubic feet of oxygen and 1600 cubic feet of hydrogen per
hour. Distilled water is continuously added to the cells.
The operating record of the unit for the year was:
7,100 hours producing both gases.
500 hours producing hydrogen only, all oxygen escaping because
empty cylinders were not available.
400 hours producing oxygen only, all hydrogen escaping for the
same reason.
760 hours idle, repair, etc.
8,760 hours, being 365 days of 24 hours
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The entire cost of operating the electrolytic unit during
the year was $48,000 which includes depreciation. Since
the above production ratio of 1 to 2 is constant, this cost is
to be apportioned between the two gases on the basis of
volume actually produced by the unit. The production cost
value of the gases lost is to be treated as a deduction from
the gross profit on sales.
2. Liquefaction unit
The liquefaction unit separates atmospheric air (con
taining 20% oxygen and 80% nitrogen) by mechanical
means. Air is compressed and expanded and the tem
perature lowered to about 300° Fahrenheit below zero,
which liquefies the air. The unit produces liquid air a t a
uniform rate.
Oxygen and nitrogen boil (leave the liquid air as gases)
a t different temperatures, and one or the other (but not
both together) is collected commercially pure. The operat
ing record of the unit during the year was:
Oxygen—7,200 hours a t the rate of 1,000 cubic feet
per hour.
Nitrogen—1,200 hours a t the rate of 1,333⅓ cubic feet
per hour.
The operating cost of the liquefaction unit, including de
preciation, aggregated $30,240 for the year. Because of the
uniform rate of production this cost is to be apportioned
between the two gases on the basis of the number of hours
operating.
3. Compressing and filling
The gases are filled into steel cylinders, each of which is
always used for the same gas. They are all of the same ca
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pacity (except the oxygen 110’s) and they are filled a t a
uniform pressure by three very similar compressors, each
compressing only one gas. However, the gases differ in
compressibility and the cylinder contents are shown below.
The cost of compression was $13,480 for the year in
cluding depreciation of the compressors and the cost is to
be allocated to the gases produced on the basis of cubic
feet compressed.
The cost of filling, that is, connecting and disconnecting
cylinders a t the charging line, amounted to $5,643 and is
the same for each cylinder, large or small. During the year
6,000 small oxygen cylinders were filled.
4. Cylinders
Each cylinder is always refilled with the same gas. They
are always returned when empty and no charge is made for
their use. The following data are given concerning the
number of cylinders owned (all in service) and their de
preciation:

Hydrogen...................
Oxygen.......................
Oxygen.......................
Nitrogen.....................

..........
..........
..........
..........

Depreciation
Contents Number
Amount
Cu. F t . Owned Rate
5,120 $2.09 $10,700.80
190
220
10,260 2.09
21,443.40
110
1.32
1,990.56
1,508
2.09
1,662
200
3,473.58

5. Other data
At the beginning of the year there were on hand 310
full nitrogen cylinders of which the contents of 62,000
cubic feet were carried forward a t the previous year’s cost
of $.424 per 100 cubic feet or $262.88. All other cylinders
were on hand empty.
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At the end of the year 200 full small oxygen cylinders
were on hand; their contents, 22,000 cubic feet, are carried
forward a t the average year’s cost. All other cylinders were
on hand empty.
All gases are valued for inventory purposes a t average
cost before charging depreciation of cylinders.
The average sales prices of the gases were as follows:
Hydrogen (in large cylinders) $.80 per 100 cubic feet.
Oxygen (in large cylinders) $1.00 per 100 cubic feet.
Oxygen (in small cylinders) $1.20 per 100 cubic feet.
Nitrogen (in large cylinders) $1.20 per 100 cubic feet.
The total of all selling, general and executive expenses,
interest and taxes was $76,375.
6. Required
From the foregoing information prepare the following
statements:
(a) Cost of production and sales
(b) Profit and loss
Also show the calculations of operating data and the
apportionment of costs.

Com m ercial Law
NOVEMBER 17, 1939, 9 A.M. to 12:30 P.M.
Reasons must be stated for each answer. Whenever prac
ticable give the answer first and then state reasons. Answers
will be graded according to the applicant's evident knowledge
of the legal principles involved in the question rather than on
his conclusions.

Group I
Answer all questions in this group.
No. 1 (10 points):
State several conditions or circumstances in which a
duly appointed agent may become personally liable to
third persons with whom he deals.
No. 2 (10 points):
A depositor in a bank learned that the bank had dis
honored several small checks drawn by him on the ground
of “ insufficient funds,” although the depositor’s balance
had been sufficient to cover them. Upon investigation, he
found th at the bank had charged his account with $80 paid
by it on another check drawn by him which stated the
amount in figures as $80, but in writing as “ Eight and
no/100 Dollars,” and which he had regarded and intended
as a check for $8. The insufficiency of funds according to the
bank’s accounts had resulted from this transaction. What
51
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principles of law are involved in determining whether the
depositor has any legally enforcible claim against the bank
for damages?
No. 3 (10 points):
(a) Define a dividend by a corporation.
(b) In what media other than cash may such a dividend
be payable?
(c) State each step with respect to dividends ordinarily
taken by a corporation with several hundred
stockholders and mention the rules or principles
of law, if any, applicable to each step.
No. 4 (10 points):
X and Y were partners under a valid partnership agree
ment which recited the capital contribution of each and
provided for the equal division of all profits but made no
mention of losses or of the details of settlement upon dis
solution. They decided to dissolve and they signed a valid
dissolution agreement which provided that the firm’s ac
counts receivable, after collection, were to be divided onethird to X and two-thirds to Y until such distribution had
reimbursed each partner in full for the balance of his capital
contribution; thereafter, any further collections were to be
divided equally. This agreement made no mention of losses.
I t was soon discovered that collectible accounts would be
insufficient by $12,000 to reimburse both partners for their
combined capital balances. X claims that only one-third
of this loss should be charged to him. Is this claim by X
legally valid?
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No. 5 (10 points):
(a) State the various conditions or circumstances which
would make a contract fraudulent.
(b) W hat remedies has the innocent party to a contract
which has been procured or induced by fraud?
Group II
Answer any five questions in this group. No credit will be
given for additional answers, and i f more are submitted only
the first five will be considered.
No. 6 (10 points):
A corporation duly executed and issued a legally bind
ing negotiable promissory note, on which the president of
the corporation was an accommodation indorser. Prior to
m aturity of the note, the president initiated and con
ducted bankruptcy proceedings for the corporation with
the result th at when the note matured the corporation was
without funds, its business suspended, its place of business
closed, and its property in the hands of a receiver. Upon
due presentation of this note, the corporation failed to pay
it but no notice of dishonor was given to said indorser who
still was president. Can the president be held liable on his
indorsement? W hat rule or principle of law is involved?
No. 7 (10 points):
Where one person properly has legal title to all of the
capital stock of a duly organized corporation, in what cir
cumstances will courts disregard the separate entity of the
corporation and hold the sole stockholder personally liable
for obligations incurred in the name of the corporation?
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No. 8 (10 points):
X and Y were having a genuine controversy as to the
amount of indebtedness due by X to Y when X mailed to
Y X ’s check for an amount less than that claimed by Y.
On the face of this check X had written “ This check is in
full settlement of my indebtedness to Y,” and with the
check X enclosed a letter written by him to Y in which he
stated th at the enclosed check was in full settlement. Y
did not acknowledge receipt, or otherwise communicate
with X, or do anything whatever with this check except to
retain it in his office for two months.
(a) Can X successfully claim that his indebtedness had
been settled in full?
(b) W hat is the legal name of the agreement, or method
of settlement attem pted by X?
No. 9 (10 points):
(a) W hat is the name of the principle of law by which a
state, or a subdivision of a state, is permitted to
institute proceedings to obtain privately owned
real property for a public purpose?
(b) Where such real property includes a building in
which a tenant of the owner had installed and
used factory machinery, in what circumstances
must the damages awarded in the condemnation
proceeding include the value of such machinery?
No. 10 (10 points):
If a mortgagor and a mortgagee of real property validly
agree to a reduction of the interest rate but fail to notify
a guarantor of the mortgage, who does not learn of this
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reduction until the m aturity of the debt, is the guarantor
thereby released from his guaranty of the principal of the
mortgage?
No. 11 (10 points):
A solicitor was hired by a corporation to develop its
business by procuring new customers, his compensation to
consist of commissions. The contract specified that the
employment could be terminated by either party on one
week’s notice and that in the event of termination by either
party the solicitor was not to solicit for himself or for any
other business organization within the county or within any
adjoining county during a period of ten years thereafter.
(a) Is the ten-year provision legally valid?
(b) Would a similar provision be valid if the promise not
to solicit was made by the owner of a business as
part of a contract whereby the owner sold his
entire business (including goodwill) to another
person?
No. 12 (10 points):
Define briefly:
(a) Slander.
(b) Libel, as distinguished from slander.
(c) Equity, as distinguished from common law.
(d) Bailment.

A ccounting Theory and Practice—Part II
NOVEMBER 17, 1939, 1:30 P.M . to 7:30 P.M.
Solve all problems.
No. 1 (10 points):
A, B, and C have been partners throughout the year
1938. Their average balances for the year and their balances
a t the end of the year, before closing the nominal accounts,
are as follows:

A ...................... ..................
B ...................... ..................
C ...................... ..................

Average
Balances
Cr. $90,000
Cr.
3,000
Cr.
7,000

Balances
Dec. 31, 1938
Cr. $60,000
Dr.
1,000
Cr. 10,000

The profit for 1938 is $75,000 before charging partners’
drawing allowances and before interest on average balances
a t the agreed rate of 4% per annum. A is entitled to a
drawing account credit of $10,000, B of $7,000, and C of
$5,000 per annum. The balance of profit is to be distributed
a t the rate of 60% to A, 30% to B, and 10% to C.
I t is intended to distribute amounts of cash to the part
ners so that, after credits and distributions as indicated in
the preceding paragraph, the balances in the partners’
accounts will be proportionate to their profit-sharing ratios.
None of the partners is to pay in any money, but it is de
sired to distribute the lowest possible amount of cash.
Prepare a statement of the partners’ accounts, showing
balances a t the end of 1938 before closing, the allocations
56
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of the net profit for 1938, the cash distributed, and the
closing balances.
No. 2 (25 points):
On January 1 , 1938, the Acme Carburetor Company ac
quired control of the Airex Manufacturing Company by
purchasing 1,000 shares of preferred stock (the entire
issue) and 8,000 shares of common stock (80% of the out
standing shares). The sole product of the Airex Company
is an air cleaner which is used in the assembly of the car
buretors manufactured by the Acme Company.
The machinery and equipment of the Airex Company
was appraised as of January 1, 1938, a t a net sound value
of $300,000 representing reproductive value of $500,000 less
accrued depreciation of $200,000. The books of the Airex
Company were not adjusted to this appraisement, al
though the directors of that company had authorized the
adjustment.
The purchase price of the above preferred and common
shares was $400,000 and was based on the appraised value
of the equity in fixed assets acquired and the book value of
other net assets.
The following statement of trial balances of December
31, 1938, was presented:
Airex
Combined
Acme
Carburetor Manufacturing
Trial
Company
Company
Balance
Assets
$ 75,000
C ash..........
Accounts receivable................
150,000
Accounts receivable—Intercompany...............................
270,000
Inventory.

$ 50,000
100,000

$ 125,000
250,000

25,000
145,000

25,000
415,000
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Fixed assets
L and............. .......................
Buildings..............................
Machinery and equipment.
Less—Reserve for deprecia
tion...................................

Investment in Airex Co. stock
Deferred charges.....................

150,000
350,000
700,000

700,000

150,000
350,000
1,400,000

1,200,000

700,000

1,900,000

366,500

256,000

622,500

833,500

444,000

1,277,500

400,000
10,000

5,000

400,000
15,000

$1,738,500

$769,000

$2,507,500

$ 31,000

$ 106,000

10,000
100,000
559,000

25,000
760,000
100,000
1,259,000

Liabilities and capital
Accounts payable.................... $ 75,000
Accounts payable—Intercom
25,000
pany......................................
750,000
Common stock........................
Preferred stock.......................
700,000
Earned surplus........................
Profit and loss
Sales......................................
Other income................. ..

Materials used.....................
Factory labor......................
Manufacturing expenses...
Selling and general expenses

1,500,000
10,000

850,000

2,350,000
10,000

1,510,000

850,000

2,360,000

800,000
200,000
221,500
100,000

400,000
125,000
206,000
50,000

1,200,000
325,000
427,500
150,000

1,321,500

781,000

2,102,500

188,500

69,000

257,500

$1,738,500

$769,000

$2,507,500
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Depreciation had been provided by both companies a t
the rate of 3% on buildings and 8% on machinery and
equipment.
The Acme Company’s purchases from the Airex Com
pany amounted to $350,000 in 1938 and a t the end of
the year $80,000 of these purchases were included in the
Acme Company’s inventory.
The common stock of both companies is of no par value.
The Acme Company has 7,500 shares outstanding and the
Airex Company 10,000 shares. No dividends were paid in
1938 by either company on its common stock.
The preferred stock of the Airex Company is 6% cumu
lative. Dividends have been regularly paid on June 30th
and December 31st of each year and were charged to sur
plus.
Federal income and profits taxes need not be considered.
From the foregoing prepare a columnar work sheet show
ing the consolidated balance-sheet as well as the consoli
dated profit-and-loss account. Do not show eliminations
and adjustments together, but use separate columns for each.
No. 3 (30 points):
On the petition of principal creditors, receivers in bank
ruptcy were appointed for the Skihigh Liquor Company
on September 30, 1939. Appraisers appointed by the court
took a physical inventory on the morning of October 1,
1939, finding the following merchandise on the premises:
Cases of
12 Bottles
Spirits:
Old Mahogany ry e...............................................
Filibuster Special bourbon..................................

40
10
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Old Bluebottle. . . ........................ . .....................
Wines:
Sparkling muscatel...............................................
Beers:
The Brewers Own.................................................

5
20
60

Accountants appointed by the receivers on October 1 , 1939,
found th at the books had not been posted since September
1 5, 1939, when accounts had been prepared for the purpose
of obtaining a bank loan. The trial balance of that date was
as follows:
Cash in bank...............................................
P etty cash...................................................
Accounts receivable....................................
Accounts receivable—assigned.................
Note receivable .........................................
Note receivable—officer.............................
Advances to salesmen................................
Inventories:
Spirits.......................................................
W ines.......................................................
Beers........................................................
Inventories—assigned................................
Insurance, taxes and rent prepaid to Sept.
30, 1939..................................................
Life insurance policy..................................
Notes payable—president.........................
Accounts payable.......................................
Accrued sales taxes.....................................
Capital stock...............................................
Deficit..........................................................

Dr.
500.00
100.00
7,609.66
12,000.50
190.00
300.00
6,000.00

$

Cr.

3,180.00
360.00
375.00
10,006.54
1,866.66
$ 4,000.00
$ 2,000.00
55,100.90
900.12
10,000.00
21,512.66
$68,001.02

$68,001.02

On the basis of these accounts a loan of $5,000 was
obtained from the bank on the agreement that accounts
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receivable collections (after September 15th) be deposited
in a special account a t the bank, amounts to be withdrawn
therefrom only as approved by the bank.
Cash transactions from September 15 to 30, 1939, were
as follows:
Collections:
Accounts receivable deposited in special bank a / c . . . .
Accounts receivable—assigned—deposited in special
bank a / c ................... .................................................
Note receivable...............................................................
Advances to salesmen...................................................
Proceeds of bank loan of $5,000 .................................

$ 2,005.00
12,000.50
190.00
500.00
4,900.00

T otal........................................................................

$19,595.50

Disbursements:
President’s note payable................................................
Accounts payable............... ...........................................
Liquor license for year to September 30, 1940...........
Advances to salesmen....................................................
Petty expenses (paid from petty cash).......................

$ 2,000.00
5,000.00
1,000.00
1,000.00
100.00

T o tal........................................................................

$ 9,100.00

An amount of $7,000 had been transferred from the
special account to the regular drawing account as approved
by the bank.
There were no purchases during the period from Sep
tember 15 to September 3 0 , 1939. Verified sales during the
period, all on credit, were as follows:
Cases
Spirits:
Old Mahogany rye..................... . . . .
Filibuster Special bourbon___ . . . .
Old Bluebottle............................ . . . .

10
5
5

Per Case
(Net) Total
$30
20
12

$300
100
60
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Wines:
Sparkling muscatel...........................
Beers:
The Brewers Own.............................

10

15

150

40

2

80
$690

The perpetual stock records showed the following goods
on hand a t the close of business September 15th:
Spirits:
Old Mahogany ry e................... . . . .
Filibuster Special bourbon___
Old Bluebottle..........................
Wines:
Sparkling muscatel...................
Beers:
The Brewers Own..................... . . . .

Cases of
12 Bottles

Cost per
case

100
40
10

$24.00
18.00
6.00

30

12.00

250

1.50

Among the accounts payable of September 1 5 , 1939, is a
debt of $21,007.04 to a distillery, representing two suc
cessive shipments of $11,000.50 and $10,006.54. The first
shipment had been sold for $12,000.50 and the customer’s
account pledged to the distillery as security. The second
shipment had been stored in bonded warehouse, but the
title to the goods was passed back to the distillery on
September 28, 1939.
The life-insurance policy (surrender value a t September
15, 1939, $2,500) was on the life of the president of the
company, but it had been assigned to his wife some years
ago.
The receivers expect that the bank will attem pt to attach
all balances a t September 30, 1939, and that also other
creditors will assert their claims are preferential.
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The attorneys appointed by the receivers request that
you prepare a t once a balance-sheet of September 1 5 , 1939,
on a going concern basis and a tentative balance-sheet of
September 30, 1939, for purposes of a discussion on Oc
tober 2, 1939. A report or memorandum containing full
notes should accompany the balance-sheets so that the a t
torneys may be informed as to the facts so far determined.
No. 4 (35 points):
A manufacturer wishes to enter the hosiery knitting
business but lacks sufficient capital. Hoping to obtain the
necessary additional funds from temporary bank loans by
indicating substantial potential profits, he has requested
th at the following projected statements or budgets be
prepared by quarters, starting with the third quarter in
1940 and ending with the quarter in which it is estimated
th at all bank borrowings have been liquidated:
(a) Statements of cash receipts and disbursements.
(b) Balance-sheets.
(c) Statements of profit and loss.
Prepare these statements and indicate what responsi
bility the public accountant should assume.
The statements are to be based upon estimates and as
sumptions furnished by the manufacturer as listed below.
1. I t is proposed th at the corporation will begin business
on July 1 , 1940, with a cash capital of $100,000, all paid in.
2. Knitting machinery consisting of eight units costing
$170,000 will be ordered a t once; delivery will require one
month; and payment will be made as follows:
10% in cash with order.
10% in cash on delivery.
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80% by notes dated August, 1940, maturing quarterly
in equal amounts over two years, the first note
falling due a t the end of the 1st quarter of
1941. Interest a t 6% will be paid quarterly
on unpaid notes.
3. Auxiliary machinery will cost $8,000; factory furni
ture, fixtures, etc., will cost $2,000; both items will be
purchased a t once for cash.
4. Borrowings in units of $25,000 each, 6% interest
(payable a t the end of each quarter), will be made as re
quired a t the beginning of quarters; repayments of not less
than $25,000 each will be made when possible a t the end of
quarters. Cash balances must be budgeted never to be less
than $20,000.
5. Quarterly production of hosiery will be as follows:
4th quarter of 1940 ........................................
1st quarter of 1941.........................................
Quarterly thereafter.......................................

4,000 dozen
6,000 “
24,000 “

6. Costs of production will be as follows:
Direct costs per dozen pairs of hosiery produced
Thrown silk (purchased on terms of 90 days net)
Direct labor, dyeing, etc......................................
Factory overhead, by quarters:
Starting a t once....................................................
4th quarter of 1940..............................................
1st quarter of 1941................................................
Quarterly thereafter.............................................
Depreciation of fixed assets a t a composite rate
of 8% per annum will be provided starting with
the 4th quarter of 1940.

$

3
2
2,000
4,000
9,000
15,000

7. Selling expenses will be $20,000 each quarter, starting
a t once.
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8. General and administrative expenses by quarters
will be as follows:
Starting a t once........................................................
4th quarter of 1940..........................................
Quarterly thereafter.................................................

$3,000
5,000
6,000

9. Hosiery manufactured will be sold a t the following
prices:
80% firsts a t .......... ...................................
20% seconds a t .........................................

$12.00 per dozen
2.00 “
“

With every four dozen firsts, one dozen seconds will be sold.
10. Customers’ terms will be thirty days net. I t will be
assumed th at payments will be received when due, that
there will be no bad debts, and that each month’s sales will
equal one third of the quarter’s sales.
11. Inventories of thrown silk will be one half of the con
sumption in the succeeding quarter.
12. Inventories of finished hosiery (it will be assumed
th at hosiery in process will be finished a t the ends of quar
ters) will be as follows:
End of 4th quarter of 1940...............................
End of 1st quarter of 1941................................
End of each quarter thereafter.........................

1,000 dozen
1,000 “
4,000 “

13. Inventory valuation of finished hosiery will be based
upon cost a t maximum production.
14. Provision for federal income taxes will be made only
a t the close of the calendar years, and will not be considered
in the preparation of the projected statements.

Examinations of May, 1940
A uditing
MAY 16, 1940, 9 A.M. to 12:30 P.M .
The candidate must answer all questions.
No. 1 (5 points):
A few weeks before the close of his fiscal year an importer
received a large shipment of foreign goods for which he
accepted a 90-day sight draft, payable in the currency of
the country of origin. The exchange rate had been fluctuat
ing violently and the draft was paid a t m aturity in an
amount of dollars that was very much lower than would
have been paid when the goods were ordered.
Outline the proper treatment on the importer’s books:
(a) When goods are ordered.
(b) Upon acceptance of draft.
(c) A t close of fiscal year.
(d) When draft is paid.
Also explain how the importer would ordinarily guard
against the exchange risk.
No. 2
(a)
(b)
(c)

(5 points):
W hat is meant by the term “ natural business year ” ?
W hat determines its beginning and end?
W hat are its advantages to the client, to the public
accountant, and to others?
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No. 3 (5 points):
An auditor, having completed his engagement and
rendered his bill for $7,500, is tendered 100 shares of the
capital stock of the client, par value $100 each, which he
accepts in full settlement of his fee.
Give entries and explain fully how the transaction should
be recorded on the client’s books and on the auditor’s
books:
(a) If the shares had been newly issued.
(b) If they had been reacquired by the company and
carried as treasury stock.
Are there any ethical considerations involved in such an
arrangement?
No. 4 (5 points):
A coal company has invested $150,000 in a twenty-year
leasehold on land containing deposits of three million tons
of coal, and annually writes off $7,500 for depletion.
State the reasons why the auditor should or should not
approve this method of amortizing the cost of the leasehold.
No. 5 (5 points):
W hat charges are usually made to depreciation reserve
(a) in case depreciation has been provided on individual
units of property, plant and equipment based on estimates
of their respective lives, and (b) in case fixed assets are
grouped in broad general classes on each of which deprecia
tion is provided a t composite rates?
No. 6 (5 points):
Under what circumstances and to what extent is it per
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missible to declare stock or cash dividends out of an exces
sive depreciation or depletion reserve?
How does the payment of such dividends affect the finan
cial position?
No. 7 (5 points):
Under what conditions would it be impracticable and un
reasonable to apply the physical test of inventory and the
circularization of receivables recommended in the Septem
ber, 1939, report of the special committee on auditing
procedure issued by the American Institute of Accountants
in October, 1939?
No. 8 (5 points):
W hat items may ordinarily be found on a consolidated
balance-sheet that do not appear on the balance-sheets of
the constituent companies but result directly from their
consolidation?
Discuss the foregoing in connection with Company A
which has owned for a number of years 80 per cent of the
outstanding capital stock of Company B.
No. 9 (10 points):
(a) W hat adjustments should be made in consolidating
the two balance-sheets mentioned in question
No. 8 assuming that the closing inventory of
subsidiary company B included $10,000 of goods
sold to it by holding company A a t a profit of
$2,500? Give reasons.
(b) Would the consolidated balance-sheet be different
if conditions were reversed and the closing inven-
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tory of holding company A included $10,000 of
goods sold to it by subsidiary company B a t a
profit of $2,500? Discuss.
No. 10 (10 points):
Briefly outline a t least twelve steps that should be taken
in the examination of the current liabilities of a mercantile
or manufacturing concern.
No. 11 (10 points):
At the beginning of 1938 a corporation, by appropriate
action of the shareholders, reduced the par value of 10,000
shares of authorized and outstanding capital stock from
$100 to $10 per share and wrote off a deficit of $750,000
against the capital surplus arising through this transaction.
In 1938 cash dividends of $60,000 were paid out of that
year’s profits, the latter amounting to $125,000 after pro
viding for all taxes. In 1939 a net profit of $95,000 remained
after provision for taxes, and again $60,000 dividends were
paid.
How should capital stock and surplus be shown on the
published balance-sheets of December 31, (a) 1938, (b)
1939, and (c) thereafter?
No. 12 (10 points):
Give the reasons supporting each of the following ways of
showing a periodical provision for bad debts in an operating
or profit-and-loss statement:
(a) As a general administrative expense.
(b) As a selling expense.
(c) As a financial expense.
(d) As a deduction from gross sales.
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No. 13 (10 points):
How, and a t what value should consigned goods be re
corded on the books and on the balance-sheets of (a) con
signor and (b) consignee, and how should in each instance
the quantities, values, expenses, etc., be checked?
No. 14 (10 points):
Outline the audit procedure in connection with capital
expenditure and retirements of a fair-sized industrial con
cern th at are controlled by a system of “ authorizations.”

A ccounting Theory and Practice—Part I
MAY 16, 1940, 1:30 P.M . to 7:30 P.M.
Solve all problems.
No. 1 (10 points):
The National Fiber Corporation’s operations consist of
mining and selling a fibrous mineral. At December 31, 1939,
the inventory amounted to 25,000 tons of fiber, all pro
duced in 1939. This inventory was valued by the corpora
tion a t $19.88 per ton, the average cost per ton produced
in 1939.
The following information was procured from the com
pany’s accounts and records:
T ons P roduced and Average Costs
Year
Tons Produced Cost per Ton
1936................. .............................. 170,000
$14.65
1937................. .............................. 180,000
14.85
1938................. .............................. 175,000
15.06
1939................. .............................. 110,000
19.88
P roduction Costs
Amounts
Tons produced___ ................

1938
175,000

1939
110,000

Per Ton
1938

1939

Direct labor........... ................ $ 472,500 $ 401,500 $ 2.70 $ 3.65
346,500
286,000
Indirect labor......... ................
1.98 2.60
Supplies and other production
708,750
479,600 4.05
expenses............. .................
4.36
Depletion............... ................
262,500
165,000
1.50
1.50
71
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Salaries (superintendents, plan
clerks, watchmen, e tc .) ....
Depreciation............................
Other fixed expenses...............

$ 217,000 $ 233,200 $ 1.24 $ 2.12
227,500
247,500 1.30 2.25
400,750
374,000 2.29 3.40
$2,635,500 $2,186,800 $15.06 $19.88

For the purposes of this problem, indirect labor and sup
plies and other production expenses are considered as
variable costs and there are no semivariable costs. Deple
tion is provided a t $1.50 per ton mined, and depreciation
on machinery and equipment is computed a t the usual rates
by the straight-line method. Due to an extended slow
down strike in 1939 much less coal was mined in that year
than during the three preceding years in which production
was considered normal. The rise in the 1939 unit labor
costs was explained as the effect of general increases in the
hourly wage rates, ranging from 33 to 40 per cent. The
increase in the unit cost of supplies and other production
expenses is accounted for by an increase in the prices of
about 10 per cent. All of these advances date from the
beginning of the year.
(a) Is the pricing of the closing inventory a t December
3 1 , 1939, at $19.88 per ton acceptable for financialstatement purposes? Discuss fully.
(b) Assuming th at the closing inventory a t $19.88 per
ton is not acceptable for financial-statement pur
poses, how should it be adjusted? Present calcula
tions in full and state how the adjustment should
be dealt with in the statements.
(c) Discuss briefly the classifying of costs into fixed
and variable divisions.
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No. 2 (15 points):
The following data are furnished by the Red Desert
Copper Company concerning the current year’s sales and
operations a t its mine and smelter:
Inventories a t the beginning of the year—
Ore—valued a t book cost, which includes depreciation
and depletion
100,000 tons a t $2.80 per to n ..................................... $ 280,000
Copper—likewise valued a t book cost
30,000,000 pounds at 9.8 cents per pound................
2,940,000
Production costs, including depreciation but before
depletion—
Ore—2,500,000 tons a t $2,052 per to n ..........................
5,130,000
Smelting cost—1.5 cents per pound of copper pro
duced, including cost of transporting ore from mine
to smelter
Yield—30 pounds of copper per ton of ore
Inventories a t the end of the year
Ore................
600,000 tons (All a t mine)
Copper.......... 20,000,000 pounds
All sales of copper a t 11 cents per pound
Ore reserves a t the beginning of the year
Per books—10,000,000 tons, carried a t $8,000,000
No new ore deposits were purchased during the year
Ore reserves a t the end of the year
Per engineer’s survey—13,400,000 tons

Prepare the following statements showing both quanti
ties and unit costs, computed on three alternative bases of
valuing inventories consistently applied throughout the
problem:
(a) Cost of ore mined.
(b) Cost of copper sold.
(c) Gross profit on copper sold.
No. 3 (20 points):
Arnett, Jensen, Foltz, and White had formed a partner
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ship on January 1, 1937. The partnership agreement in
cluded the following provisions concerning the amounts
of cash to be invested, division of profits, drawing ac
counts, etc.:
Withdrawals per Month
Cash
Profit
Investment Ratios
A rnett................. .. . . . $ 9,000
15%
14,000
Jensen...................
30
Foltz.....................
15,000
35
10,000
20
W hite....................
Together___ . . .

$48,000

100%

1937
$150
150
150
150

1938
$200
200
200
200

1939
$ 250
250
300
250

$600

$800

$1,050

No interest was to be charged on excess drawings or al
lowed on balances in partners’ accounts. The agreement
also included the following stipulation governing the with
drawal of partners:
“ A partner, by giving a t least six months’ notice,
may withdraw a t the end of any calendar year, and he
shall then receive the balance of his capital plus his
share of the goodwill, the latter to be determined by
capitalizing, on the basis of an annual 10 per cent
return, the excess of the average annual profit during
the last two years over and above a return of 10 per
cent on the firm’s capital a t the beginning of the year
of withdrawal.”
On June 25, 1939, White gave notice of his intention to
withdraw on December 31st of that year.
On the latter date the following summary was prepared
of the partner’s capital accounts as shown on the books:
Arnett Jensen Foltz
White Together
Investm ent........... . . . $ 9,000 $14,000 $15,000 $10,000 $48,000
Profits 1937..................
975
1,950
2,275
1,300
6,500
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Profits 1938....................... 1,241
Profits 1939..................
1,312

2,628
2,788

2,263
2,460

1,168
1,640

75
7,300
8,200

Balance a t Dec. 3 1 , 1939 $12,528 $21,366 $21,998 $14,108 $70,000

I t was found th at the partners’ drawings had been charged
to profit and loss and that the above capital accounts
called for correction in other respects. Consideration was
also to be given to the following:
1. Additional provision for bad debts should have been
made as follows:
1937 .............................................................................
1938 ..............................................................................
1939 .............................................................................

$ 750
452
1,498
$2,700

2. Depreciation was to be adjusted to more equitable
rates, viz:
Balances of Accounts

December 31,
December 31,
December 31,
December 31,

1936...............
1937...............
1938...............
1939...............

..............
..............
..............
..............

Annual rates taken...............................
To be adjusted to ................... ..............

Frame
Sundry
Buildings Equipment
$14,800
$3,900
24,400
4,800
25,400
5,200
26,200
6,200
3%
5%

6%
10%

Additions during the year were depreciated a t one-half
the annual rate.
3. An electric sign was purchased on July 1, 1938, a t a
cost of $600 including expense of installation and was
charged to profit and loss.
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4. On December 31,1939, the supplies, fuel, etc., on hand
were valued a t $122, all expenditures of this nature having
been written off when incurred. Assume that no adjust
ment for supplies, fuel, etc., on hand a t the close of previous
years is required.
(a) Determine the amount due to the withdrawing
partner.
(b) Show in schedule form a summary of the partners’
accounts after adjustment. Present supporting
schedules. Also present supporting schedules of
adjustments to profits and depreciation.
No. 4 (20 points):
The articles of incorporation of Jones Manufacturing
Company state that on or before September 1, 1938, and
on or before the first day of September in each year there
after, as long as any shares of preferred stock remain out
standing, the company shall from its profits set aside as a
reserve for the retirement of shares of preferred stock an
amount equal to not less than 20 per cent of the net earnings
of the company for the fiscal year then last expired, after
providing for federal income taxes and after deducting the
amount of dividends paid on the preferred stock during
such fiscal year. The equivalent of the amount so reserved
shall be deposited in a special fund to be designated a sink
ing fund. The amounts so set aside in the sinking fund shall
be applied by the company not later than October 31st in
the same year to the redemption of outstanding shares of
preferred stock called or purchased in the open market a t a
price not to exceed $12.50 per share. Preferred stock pur
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chased for the sinking fund shall not be reissued and shall
be forthwith canceled.
The following ledger balances and notes are submitted:
June 3 0 , 1939

September 3 0 , 1939

Debit
Debit
Credit
Credit
C ash...................................... $ 74,000
$ 90,000
Other current assets...........
26,000
28,000
Fixed assets, less deprecia
150,000
tion ...................................
140,000
Deferred charges.................
6,000
5,000
Goodwill...............................
50,000
50,000
Current liabilities, including
all ta x e s...........................
$ 10,000
$ 15,000
7% cumulative preferred
stock, par value $10 per
share (authorized 20,000
shares, issued and out
standing 10,000 shares)..
100,000
100,000
Common stock, no par
value, authorized, issued
and outstanding 50,000
100,000
100.000
shares................................
30,000
Capital surplus....................
30,000
6,000
66,000
Earned surplus....................
67,000
11,250
N et profit.............................
7,000
1,750
Preferred dividends paid . . .
7,500
Preferred stock purchased..
$313,000 $313,000 $322,250 $322,250

1. The company had a net loss in its fiscal year ended
June 30, 1938.
2. The company transferred the sinking-fund cash to a
separate bank account immediately after June 30,
1939, but did not record the transfer on the general
books.
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3. The company regularly pays preferred dividends on
March 31st, June 30th, September 30th, and
December 31st to holders of record three days be
fore these dates.
4. The net profit for each period is found correct as
stated.
5. The balance in the preferred-stock-purchased account
represents the cost of the following purchases of 7
per cent cumulative preferred stock made for the
sinking fund:
July 6,
Aug. 31,
Sept. 7,

1939............
1939...........
1939............

200 shares a t $ 9.00 each $1,800
5,200
520 shares a t 10.00 each
40 shares a t 12.50 each
500
760 shares

$7,500

6. All the preferred stock purchased, except the last 40
shares acquired, was properly canceled under the
laws of the state in which the company was in
corporated.
From the foregoing prepare:
(a) A balance-sheet of September 30, 1939, showing the
particulars of capital stock and sinking fund in
accordance with the charter provisions.
(b) A statement of surplus for the fiscal year ended June
30, 1939, and for the following quarter.
No. 5 (35 points):
The treasurer of the board of education of the City of
Q submitted the following statement of the school accounts
as a t September 1, 1938, the beginning of the fiscal year
1938-1939:

79

ACCOUNTING THEORY AND PRACTICE
Resources
Cash on hand.................................. . . .
Taxes receivable..............................
Buildings and land.........................
School equipment...........................

Liabilities
Audited vouchers................ ...........
Reserve for uncollected taxes.......... . .
Current surplus...............................
Capital surplus................................
T otal......................................... . . .

Tuition Mainte Building
Fund nance Fund Fund
$ 1,500 $ 500 $ 3,000
.900
600
3,600
200,000
10,000
$ 5,100

$1,400

$213,600

$ 2,160
2,940

$ 500
540
360

$

$ 5,100

$1,400

$213,600

360
3,240
210,000

In accordance with the state laws the accounts of the
board must show budgetary estimates, resources, and out
standing liabilities, but the revenues must be recorded on a
cash basis. The treasurer had estimated that 40 per cent
of the balance of taxes receivable would be collected in
1938-1939, and had therefore set up 60 per cent of the
amounts due as a reserve for uncollected taxes.
The following budget covering the fiscal year ending
August 31, 1939, had been approved by the board:
Appropriations:
For teachers’ salaries........................
For interest on tax anticipation
w arrants.........................................
For fuel, supplies, janitor, etc..........
For interest........................................
For new school equipment..............
Total ...............................................

Tuition Mainte Building
Fund :nance Fund Fund
$36,000
1,380
$9,000
345
$ 12,000
$37,380

$9,345

$ 12,000
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Resources:
Estimated tax collections:
Prior levies—40% of b alan ce...
1938-1939 levy..............................

$ 1,440
34,440

$ 360
8,985

$

$35,880

$9,345

$ 9,000

Less—Audited vouchers, September
1, 1938............................................

240
8,760

500

Cash on hand, September 1, 1938..

$35,880
1,500

$8,845
500

$ 9,000
3,000

T o tal...............................................

$37,380

$9,345

$ 12,000

On November 15, 1938, the treasurer received notice
from the county clerk that actual assessments for 19381939 amounted to :
T uition....................................... .............................
Maintenance.............................................................
Building.....................................................................

$45,043
11,367
10,446

During the year the treasurer recorded the following re
ceipts and disbursements:
Tuition
Mainte
Building
Receipts:
Fund
nance Fund
Fund
Sale of tax anticipation warran ts.................................... $24,000.00 $ 6,000.00
Tax collections—prior levies
1,480.00
320.00 $ 240.00
Tax collections—1938-1939
levy..................................... 36,230.96
9,492.44
9,051.40
$61,710.96 $15,812.44 $ 9,291.40
Disbursements:
Tax anticipation warrants
paid..................................... $24,000.00 $ 6,000.00
Interest on tax anticipation
w arrants.............................
1,380.00
345.00
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Teachers salaries...................
Unpaid bills of Sept. 1, 1938
Fuel, supplies, janitor, e tc ...
On account of $12,000 school
equipment installed..........
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36,000.00
500.00
7,100.00
$11,400.00
$61,380.00 $13,945.00 $11,400.00

On August 3 1 , 1939, a bill was rendered to the board for
$1,300 covering the repairs to the school building made in
th at month. The bill was approved but not paid until later
in September, 1939.
I t was estimated that of the taxes not collected a t August
31, 1939, the following percentages would prove uncol
lectible:
80% of the taxes of prior levies
20% of the taxes of 1938-1939 levy
and adequate reserves are to be set up.
From the foregoing information prepare a columnar work
sheet, showing for each fund the budgetary estimates, cash
transactions, adjustments, and closing entries, as well as
the resources, liabilities, reserves, and surpluses.

Com m ercial Law
MAY 17, 1940, 9 A.M. to 12:30 P.M.
Group I
Answer all questions in this group.
No. 1 (10 points):
X , an agent, had sold $210,000 insurance on the life of
Y, payable to Z. In 1939 Y was 73 years old but in good
health. Y had borrowed the maximum amount obtainable
on this insurance and was about to let it lapse because he
was unable to pay the quarterly premium of approximately
$2,000 due in February. X orally urged Z, who knew all of
the facts, to pay this premium but no mention was made
of compensation to X for this advice. Induced by X ’s urg
ing, Z made the payment and upon Y’s death in April,
1939, Z collected approximately $86,000 on this insurance.
X now demands that Z pay X, for the reasonable value of
X ’s service to Z, 10 per cent of Z’s net recovery of approxi
mately $84,000. Has X a right to collect any amount of
compensation from Z?
No. 2 (10 points):
(a) Give a brief narrative statement of facts which, in
your opinion, should result in a decision that a de
facto corporation existed.
(b) A corporation was organized with full compliance
with all legal requirements except th at the only
capital stock actually issued was preferred stock
82
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which expressly provided that the stockholder
had no right to vote on any m atter whatsoever and
had no voice whatsoever in the conduct or manage
ment of the corporation. Did a defacto corporation
exist?
No. 3 (10 points):
X was an accommodation endorser for Y, the maker of a
legally valid, negotiable, promissory note. Y failed to pay
this note a t m aturity and X became involved in litigation
concerning it. Has X a valid claim against Y for expenses
reasonably and necessarily incurred by X in that litigation?
No. 4 (10 points):
(a) In your state, is the “ statute of frauds” a principle
of equity or a principle of common law or is it
found in one or more statutes enacted by the state
legislature?
(b) X claims th at Y fraudulently misrepresented a ma
terial fact and thereby fraudulently induced X to
make a certain contract. Can X rely upon the
“ statute of frauds” in support of his claim?
No. 5 (10 points):
(a) Name one or more special types of partnership, as
distinguished from an ordinary partnership, and
state the principal characteristic of each type
named by you.
(b) When a new, or incoming, partner joins an estab
lished firm, does the old firm continue or is a new
one formed?
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(c) Is a new, or incoming, partner liable for debts con
tracted by the firm prior to the time of his becom
ing a partner?

Group II
Answer any five questions in this group. No credit will be
given for additional answers, and i f more are submitted only
the first five will be considered.
No. 6 (10 points):
Answer the following questions with respect to the In
ternal Revenue Code:
(a) By what governmental body and approximately
when was this code created?
(b) To what taxable years are its income, war profits,
and excess-profits-tax provisions applicable?
(c) Name four other important taxes covered by it.
No. 7 (1 0 points):
A person occupying premises under a lease files a petition
in bankruptcy four years prior to the termination of the
lease and immediately vacates the premises. W hat are the
landlord’s rights and what should he do to protect them?
No. 8 (10 points):
A and B execute a written contract whereby A employs
B “ permanently.” There are no other stipulations, either
express or implied, as to the duration of the employment
and the only consideration given by B is his agreement to
render “ permanently” the services specified in the contract.
(a) For how long a period of time will this contract
continue in force?
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(b) If B, in addition to his agreement to render the
services, had as further consideration relinquished
a business which he had been conducting, how if
a t all would your answer to (a) be modified?
No. 9 (10 points):
A certified public accountant who had completed his
professional work for an out-of-town corporate client,
delivered his report to the president of the corporation in
the latter’s office. The president thereupon told him that
the corporation’s check for his fee would be given to him
in half an hour and that the accountant could have it
certified on his way to the railroad station, or, if the ac
countant preferred, a check already certified would be
given to him in three quarters of an hour. Disregarding
entirely all matters of personal convenience, which offer
should the accountant accept?
No. 10 (10 points):
A contract between an individual and a corporation had
been completely performed and the individual, in consid
eration of performance of the contract on his part, had
received certain stocks and bonds from the corporation.
The corporation now contends that the individual must
return these securities to the corporation because the con
tract was ultra vires. Is its contention sound (on the assump
tion th at the contract was ultra vires)?
No. 11 (10 points):
A mortgagor of real property sold his equity of redemp
tion to a purchaser who, for valuable consideration, signed
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an agreement whereby he promised the mortgagor that he
(the purchaser) would pay to the mortgagee the amount of
the mortgage debt. This agreement was not recorded and
the mortgagee did not learn of it until the m aturity date
of the mortgage debt. Can the mortgagee enforce this agree
ment and compel the purchaser to pay the debt?
No. 12 (10 points):
If a properly drawn and legally valid check is paid by
the drawee bank to a swindler who forged the payee’s
name, what rights, if any, has the payee against the bank?

A ccounting Theory and Practice—Part II
MAY 17, 1940, 1:30 A.M. to 7:30 P.M.
Solve problems 1, 2, and 3, and either problem 4 or 5
No. 1 (10 points):
Corporations A and B are entirely owned and controlled
by the same interests.
A’s condensed balance-sheet of December 31, 1939, is as
follows:
Assets
Liabilities
Current assets............ $ 500,000
Current liabilities... $ 350,000
P atents.......................
340,000 Reserve for amortiza
P lan t...........................
200,000
tion .........................
40,000
Capital stock.............
50,000
Capital surplus........
450,000
Earned surplus..........
$1,040,000

150,000
$1,040,000

The company was organized on January 1, 1938, and on
that date acquired fully developed patents through the
issuance of 34,000 shares of capital stock of no-par value
with a stated value of $10 per share. On the same date
16,000 shares were sold for cash a t $10 a share. On De
cember 31, 1939, the capital stock was given a par value
of $1 per share, and the difference of $9 per share, aggregat
ing $450,000, was transferred to capital surplus.
On December 3 1 , 1939, A entered into an agreement with
B whereby A, for a consideration of $1, transferred and as
87
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signed to B all of its rights and interests in the patents
owned by it, retaining, however, a license to use one of the
patents. The directors of A placed a value of $100,000 on
this license.
Discuss the points involved and outline the entries that
will record the transactions on A’s books in accordance
with good accounting practice, ignoring the effect of
diverging state laws.
No. 2 (25 points):
The S S Manufacturing Company completed construc
tion of its plant for the manufacture of lawn mowers on
January 1, 1939, and commenced manufacturing January
15, 1939. I t was decided to establish standard costs and an
expert was engaged for that purpose. On the basis of a test
of the first five days’ operations, and production of 100
lawn mowers per day, the following standard factory cost
for lawn mowers was reported:
Standard C ost per L awn M ower B ased on P roduction
of 100 L awn M owers per D ay
Department:
Total Materials Labor Overhead
$ .55
Wood and p ain t.................. $ 2.50
$ .90 $1.05
M achine...............................
13.50
5.45
6.15
1.90
Assembly..............................
2.00
1.50
.50
1.00
Inspection............................
2.00
1.00
Total per lawn m ow er...

$20.00

$6.00

$9.55

$4.45

The standard-cost expert estimated that, in the case of a
double shift on any one day, the rate of overhead would be
reduced by 20 per cent on the entire production. He also
estimated that night-shift wages would be 20 per cent more
than regular wages.

ACCOUNTING THEORY AND PRACTICE

89

At the termination of a thirty-day operating period a
production statement was submitted to the head office
by the works cost accountant, which statement was com
pared with the standard factory costs in the following
tabulation:
P roduction S tatement for 30 D ays of Operation
Standard Cost
Actual
Cost
Rate Amount
Mowers produced (100 mowers per day
for 30 days).......................................
3,000
3,000
Factory costs:
Wood and paint department:
M aterials............................... . . . .
L abor......................................
Overhead................................

$ 1,670
2,775
4,000

$ .55
.90
1.05

$ 1,650
2,700
3,150

Machine department:
M aterials................................ . . . .
Labor...................................... . . . .
Overhead................................

16,000
18,600
6,000

5.45
6.15
1.90

16,350
18,450
5,700

Assembly department:
L abor......................................
Overhead................................

4,525
1,700

1.50
.50

4,500
1,500

Inspection department:
Labor......................................
Overhead................................

2,900
3,250

1.00
1.00

3,000
3,000

Total cost........................... . . . .

$61,420

$60,000

Toward the end of the thirty-day period the president
of the company received reports from his principal sales
man that a number of lawn mowers of company design
were being sold a t prices considerably lower than the net
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sales price. The factory accounts, operations, and inven
tories were investigated and during the investigation the
factory cost accountant confessed that he and the factory
foreman had:
1. Increased production on the sixth day to 200 lawn
mowers per day by running a night shift, and had
maintained this rate of 200-per-day production by
day and night shifts for four more days.
2. Sold 500 lawn mowers to dealers a t cut prices for cash
and appropriated the proceeds.
3. Paid the employees their night-shift wages out of the
proceeds from sale of the stolen lawn mowers and
made no record of the wages so paid.
4. Failed to record anywhere the night-shift production
and also failed to record materials used during the
night shifts.
Restate the actual and standard production costs for the
thirty-day operating period and show the estimated loss
by theft of the 500 lawn mowers.
No. 3 (30 points):
The following audited balance-sheets of the three com
panies—A, B, and C—had been prepared for consolidation
as a t December 31, 1939:
Assets
A
B
C
Investment in Company B—4,000
shares.......................................... $ 480,000
Investment in Company C—1,500
shares..........................................
$ 150,000
Other assets...................................
3,201,000
965,000 $269,000
$3,681,000 $1,115,000 $269,000
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Liabilities and net worth
Liabilities.......................................
Capital stock
Number of shares................... .
Par or declared value.............
Amount.................................... .
Capital surplus............................
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$ 425,000 $ 191,000 $ 36,000

$

22,000 $
100

.

6,000 $ 2,000
100
90

$2,200,000 $ 540,000 $200,000
$

60,000

Earned surplus
A t January 1, 1939................. .
Profit for 1939............... . . . . .

$ 937,000 $ 288,000 $ 38,000
559,000
54,000
3,000

Dividends declared in 1939...

$1,496,000 $ 342,000 $ 41,000
18,000
440,000
8,000

A t December 31, 1939........... .

$1,056,000 $ 324,000 $ 33,000
$3,681,000 $1,115,000 $269,000

The investments in Companies B and C were acquired
a t the close of the year 1938, and the 1939 dividends paid
or declared thereon have been credited to income. The
capital surplus of Company B arose through the sale of its
no-par capital stock a t $100 per share, of which $90 was
designated as its declared value and the balance of $10 was
credited to capital surplus. There are no intercompany ac
counts or relations other than those that are indicated
above.
Prepare:
(a) Columnar work sheet showing the consolidation.
(b) Consolidated balance-sheet.
(c) Statement of minority interest.
(d) Statement of capital surplus.
(e) Statement of consolidated profit for the year.
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No. 4 (35 points):
James Roe died on December 3 1 , 1938, and left an estate
th at was to be divided equally among his four children, all
legally of age:
M ary Roe Powell
Albert Roe
Edward Roe
Ethel Roe
All funeral expenses, doctor’s bills, and other liabilities,
including all death duties and estate taxes, were to be
paid by the Cohasset Trust Company from a fund that
had been provided by the deceased during his lifetime and
was on deposit with the trust company. Any balance re
maining in this fund, after all payments had been made,
was to be retained by the trust company in payment for
their services. The trust company agreed to accept that
balance in full settlement.
Two trusts will ultimately be set up—one for M ary and
the other for Ethel. The eldest son, Albert, was appointed
sole executor and trustee of the estate and of the trusts to
be created. The principal of each trust was to remain intact
during the beneficiary’s lifetime, but each beneficiary had
the right of appointment (by this right each daughter could
direct to whom the principal of her trust should be paid at
her death). The two sons, Albert and Edward, were each
to receive their one-quarter share without any restrictions.
The net income from the estate was to be distributed
semiannually.
The inventory of the estate consisted of:

ACCOUNTING THEORY AND PRACTICE
Cash in bank.......................................................................
$400,000 3⅜ % municipal bonds a t market value.........
20,000 shares no-par value stock of Roe Manufactur
ing Company, appraised a t ...........................
1,000 shares Cohasset T rust Company stock of $100
par, market value $300 per share.................
Waterfront property a t Cohasset Bay, appraised a t ___
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$ 100,000
400,000
5,400,000
300,000
800,000
$7,000,000

The heirs decided to leave the estate undivided for the
present under the trusteeship of Albert Roe who, with his
brother Edward and his brother-in-law, John Powell, con
tinued the management of the Roe Manufacturing Com
pany.
The coupons of the municipal bonds were payable on
June 30th and December 31st. The Roe Manufacturing
Company continued to pay each month a dividend of 50
cents per share and the Cohasset Trust Company paid a
dividend of $12.50 per share both on June 1st and Decem
ber 1st. No income was received from the Cohasset Bay
property.
On July 1st, 1939, Ethel Roe was killed in an automobile
accident. By the terms of her will, appointing Albert Roe
executor, she left $500,000 in specific bequests, the balance
of her estate to be equally divided among her brothers and
sister. The estate of Ethel Roe consisted solely of her inter
est in the estate of her father, with the exception of cash in
bank which was just enough to pay burial costs, death
duties, and all other liabilities.
The executor of the estate of James Roe, with the con
sent of the court and of the other heirs, decided to advance
to the estate of Ethel Roe the $500,000 required to pay the
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specific bequests and to charge the amount against her
share in the estate of James Roe. I t was likewise decided
to grant the requests of Albert Roe for an advance of $200,
000 and of Edward Roe for an advance of $100,000 against
their shares in the latter estate. Both agreed to interest
charges on these advances from July 1, 1939, a t a reason
able rate th at would also be fair to the M ary Roe Powell
trust, but no interest would be charged on the $500,000
advanced to the estate of Ethel Roe.
In order to provide the necessary cash funds on July 1,
1939, the $400,000 municipal bonds and the 1,000 shares
Cohasset Trust Company stock were sold respectively for
$420,000 and $320,000 net after brokers commissions,
taxes, and other selling expenses, and on that date the
above advances were made.
No change in the executorship and trusteeship of Albert
Roe was to take place on account of Ethel Roe’s death but,
with the consent of the court and of the heirs, her remaining
interest in her father’s estate was to be divided as of the
date of her death in accordance with the terms of her will.
The trustee paid the following expenses in 1939:
Incidental expense for the year applicable in equal amounts
to the six months before and after the death of Ethel Roe
Taxes on real estate, payable in June and December.........
Trustee’s commissions at the legal rates for “ receiving and
paying o u t” as follows:
5% on the first.................................................................
2½ % on the n ext.............................................................
1 ½ % on the n ex t.............................................................
2% on the balance
(One half of these rates is for receiving and one half for
paying)
The same rates apply to principal and to income cash.

$ 1,290
18,000

2,000
20,000
28,000
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(a) Prepare a columnar work sheet to which the tran
sactions in the six months before and after division
of the Ethel Roe estate are posted so as to produce
the balance-sheets of the estate of James Roe
immediately after the division of the estate of
Ethel Roe on July 1, 1939, and on December 31,
1939.
(b) Prepare the trustee’s intermediary accounting as at
December 31, 1939, in the form of a “ charge and
discharge” statement, showing the payments to
each beneficiary.
(c) Show the calculation of the rate of interest charged
to Albert and Edward Roe and give the reason
why the use of that rate should be considered fair
to the M ary Roe Powell trust. Also mention a t
least two other ways of dealing reasonably with
the interest.
No. 5 (35 points):
The Zenith Junior College had always kept its accounts
on a so-called “ commercial ” basis and not in the form ordi
narily used by educational institutions. The balance-sheet
of June 3 0 , 1938, and the related statements of income and
expenses for the year ended on that date were made up as
follows:
B alance-sheet—J une 30, 1938
Assets
Current assets
C ash................................................................. $ 6,000
8,000
Tuition fees receivable...................................
2,000 $
Inventory of supplies.....................................

16,000
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Endowment fund investments
Rented real estate—at cost.......................... $ 75,000
Less—Reserve for depreciation....................
15,000
Six per cent mortgages—a t cost...................
$210,000 five per cent public utility bonds—
a t cost (market value $202,000)...............

$ 60,000
140,000
220,000

420,000

Plant and equipment—at cost.........................

830,000
$1,266,000

Liabilities
Current liabilities
Bank loans......................................................
Accounts payable...........................................

$ 15,000
9,000 $

24,000

Five per cent first mortgage bonds maturing a t
the rate of $15,000 semiannually on June
30th and December 31st of each y ear.........
Endowment fund principal...............................

300,000
540,000

Surplus
Balance a t July 1, 1937................... ............. $395,000
Excess of income over expenses for the year
ended June 30, 1938, per annexed state
ment ............................................................
7,000

402,000
$1,266,000

Statement of I ncome and E xpenses
for the Y ear E nded J une 3 0 , 1938
Income
T uition.............................................................
Endowment income
Rentals........................................................
Mortgage interest.......................................
Bond interest............................................ ..

$ 230,000
$ 8,100
8,400
10,500

27,000
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Income from auxiliary enterprises...............
Unrestricted donations..................................
Miscellaneous..................................................

$ 65,000
33,000
4,000

Total income...........................................

$359,000

Expenses
Instruction and research...............................
Expenses of auxiliary enterprises.................
Administration................................................
_ Operation and maintenance..........................
Depreciation of rented real estate................
Bond interest..................................................
Excess of income over expenses............

$185,000
80,000
34,000
35,375
1,500
16,125

352,000
$

7,000

The above statements were criticized as misleading and
the college authorities desire that they be prepared in a
form more generally used for educational institutions.
An examination of the books and records brought out the
following additional information:
The original college property was completed ten
years ago a t a cost of $750,000. I t was financed by a
5 per cent bond issue of $600,000 and $150,000 ap
propriated from unrestricted gifts received a t the
organization of the college. Additions costing $80,000
have since been made from current funds of which
$10,000 was spent in the year ended June 30, 1938.
The endowment funds are restricted in respect of princi
pal to their investment in marketable securities and other
income-producing properties or to outlays for college
buildings and equipment. Income from the investments
can be used for any purpose. The endowment-fund assets
are less than the endowment-fund principal because in
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vestments had been sold from time to time when cash
was needed to pay maturing bonds and meet expenses.
Rentals and mortgage interest had been received regu
larly a t the end of every month or quarter and also the
June 3 0 , 1938, coupon of the public-utility bonds had been
collected on that date, so that no revenues other than the
$8,000 tuition fees remained outstanding.
The trustees adopted a policy of charging depreciation
on income-producing properties so as to provide a reserve
for their ultimate replacement. The amount of this depre
ciation is to be funded.
The surplus of June 30, 1938, is made up as follows:
Unrestricted gifts a t organization........................
Excess of income over expenses............................

$300,000
102,000
$402,000

(a) Set forth in what respects the statements as prepared
are unsatisfactory.
(b) Show in the form of properly explained journal
entries how the above balance-sheet should be
adjusted.
(c) Prepare a balance-sheet in the form that is custom
ary for educational institutions, also a statement
of income and expenses.

Examinations of November, 1940
A uditing
NOVEMBER 14, 1940, 9 A.M. to 12:30 P.M.
The candidate must answer all questions.
No. 1 (4 points):
New machinery, which replaced a number of employees,
was installed and p u t in operation in the last month of the
fiscal year. The employees had been dismissed after pay
ment of an extra month’s wages and the amount was
added to the cost of the machinery.
Discuss the propriety of the charge and, if improper,
offer alternative treatment.
No. 2 (4 points):
A corporation decides that the petty cash fund, main
tained on the imprest fund system a t one of its branches
(John Jones, petty cashier) is too large to be kept in the
office in cash and proposes to establish the fund in a bank
account in the name of the corporation and to authorize
the bank to pay checks drawn against the account by John
Jones. Give a reasoned opinion of this proposal.
No. 3 (4 points):
As a p art of the interim work in connection with an an
nual examination, undertaken two months before the end
of the year, trial balances of the customers ledgers con99
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taining about 50,000 accounts were checked, footed and
agreed with the controls, and a satisfactory test circulariza
tion was made. All bookkeeping is done by hand.
W hat additional auditing procedures, if any, should be
followed in connection with receivables a t the year end?
The question of bad debts may be disregarded.
No. 4 (4 points):
Describe, in not over one hundred words each, the mean
ing of “ internal control” and “ internal audit.”
No. 5 (8 points):
(a) Discuss generally the auditor’s procedure followed
in connection with confirmations of accountreceivable balances.
(b) Name the two principal types of confirmation re
quests and state the essential difference between
them.
(c) Give examples of other classes of assets or liabilities
where each type is commonly used.
No. 6 (8 points):
On the books of a company is an account called “ Ex
change Check Account” which has many debits and credits
but no balance a t the end of any month. The controller
explains that it represents accommodation purchases for
company employees and others. Company checks are
charged to the account, checks received from employees
and others are credited. Should further investigation be
made? Give reasons and discuss.
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No. 7 (8 points):
(a) W hat are the usual liabilities and financial obliga
tions or requirements in connection with a sub
stantial mortgage bond issue not in default?
(b) How may they be ascertained and verified?
No. 8 (12 points):
(a) State in a general way to what extent physical
tests of quantities should be made in the verifica
tion of inventories.
(b) Describe the extent of reasonable physical tests in
the verification of the following specific types of
inventories:
1. Scrap and ore a t smelting furnaces.
2. Merchandise held for sale by a wholesale jobber
of dry goods.
3. Operating, maintenance, and repair supplies in a
factory.
4. Merchandise held for sale by a retailer of men’s
or women’s clothing.
5. Merchandise held for sale by a dealer in musical
instruments, pianos, radios, phonographs, etc.
No. 9 (12 points):
A manufacturing concern which has been your client for
several years acquires control of another manufacturing
company on April 1, 1940. The 1939 accounts of this sub
sidiary had been examined by public accountants. You are
requested to make the 1940 examination with the object of
consolidating the accounts of the two companies a t the
end of the year.
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Discuss to what extent and purpose the accounts for the
periods prior to 1940 should be examined.
No. 10 (12 points):
(a) W hat is an “ encumbrance” and how is it recorded
on the general books of a municipality?
(b) W hat is meant by the term “ encumbrance m ethod”
as used by municipalities and what are its ad
vantages?
(c) The general fund account of a municipality is kept
under the “ encumbrance method.” At the close
of the year
1. Bills aggregating $25,000 with evidence attached
showing delivery on or before the end of the
fiscal year and duly approved for payment had
not been recorded among the liabilities.
2. Appropriations had been encumbered to the
amount of $24,000 of these bills.
State in the form of properly explained journal entries
what adjustment should be made, bearing in mind that
budgetary and other accounts of the fund are kept in the
same section of the general ledger.
(d) W hat are “ nonrevenue funds” ? Name and briefly
describe several.
No. 11 (12 points):
(a) The balance-sheet of a company operating a large
number of retail stores shows among the assets an
item “ leases” of relatively considerable amount.
1. W hat would this item normally represent and
how should it be shown on the balance-sheet?
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2. How may the amount be verified?
(b) How should a portfolio of marketable securities be
inspected in a first audit of a manufacturing
company?
No. 12 (12 points):
You are engaged by a Casualty Insurance Company to
investigate a claim which has been filed under a fidelity
bond issued by it for loss alleged to have been caused by em
bezzlement perpetrated by the branch office manager of
the insured.
The claim consists of a list of seventy-five names with an
amount shown after each one, the total of which amounts
to $16,000 and is accompanied by the statement of the in
sured th at these names and amounts represent accountreceivable balances on the branch books which are the
result of fictitious entries by its office manager to cover
peculations amounting to $16,000.
The branch manager has absconded. The insured, how
ever, is willing th at any or all of the available records of its
office be checked.
Upon inquiry a t the head office of the insured it was
ascertained that the manager had complete charge of all
transactions a t the branch which dealt only in one com
modity. He reported daily to the main office the quantities
received and sold, the details of the charge sales and the
amount of cash received, distinguishing on the daily report
between cash sales and collections on accounts receivable.
All disbursements relating to the branch office were made
by check from the main office. The branch office manager
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made a deposit daily of all receipts in a special bank ac
count from which withdrawals could only be made by the
proper officers located a t the main office.
I t was also found that the daily report showed the quan
tities on hand a t the beginning and end of each day. The
balance so shown a t the close of each month was checked
by a representative of the main office who took an actual
inventory of the merchandise on hand. No large inventory
shortages had ever occurred.
The representatives of the insurance company, your
client, tell you that the branch manager was covered by a
fidelity policy to December 3 1 , 1939, in the principal sum of
$5,000. On account of increased business this was consid
ered inadequate and on January 1, 1940, an increase of
$10,000 was duly made in the coverage making the limit of
liability under the policy $15,000. The defalcation was dis
covered on April 30, 1940, and the loss reported in the
claim of $16,000 was the accumulated loss to the latter date.
The extent of the loss was computed by the insured after
complete and quite successful circularization of all branch
customers and the insurance company is willing that you
make judicious use of this circularization so as to save
further annoyance to the insured and his customers.
Explain briefly the steps which you would take in the
investigation of this claim for the insurance company and
state what results you would expect from each.

A ccounting Theory and Practice—Part I
NOVEMBER 14, 1940, 1:30 P.M. to 7:30 P.M.
Solve all problems.
No. 1 (15 points):
Of each of the following inventory methods (a) describe
the principal features; (b) give a t least one situation, busi
ness, or industry in which it is used to advantage and con
sidered good accounting practice, and in each case give
the reason for its selection; also (c) state whether it is per
missible for federal income-tax purposes:
Retail method.
Using a constant price for so-called normal quantity
of materials or goods in stock (base-stock method).
Last-in, first-out.
First-in, first-out.
Average cost.
Deducting from the inventory a reserve for price
changes or an estimated depreciation in the value
thereof.
No. 2 (15 points):
The combined assets and liabilities of a parent company
and its subsidiaries were as follows:
Assets
Current assets.......................................................
Intercompany accounts receivable.....................
Investment of parent in subsidiaries.................
105

$ 636,000
258,000
1,268,000
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Properties, less reserves for depreciation...........
Deferred charges...................................................
Goodwill.................................................................

1,093,000
13,000
306,000
$3,574,000

Liabilities
Current liabilities................................................. $ 174,000
Intercompany accounts payable.........................
295,000
Funded debt—subsidiaries..................................
130,000
Funded debt—parent company..........................
696,000
Subsidiaries’ capital and surplus a t acquisition 1,298,000
Capital stock—parent company.........................
460,000
Capital surplus—parent company......................
154,000
Earned surplus......................................................
367,000
$3,574,000

The balance-sheets of thirty-eight “ nominal” companies,
each showing $1,000 capital stock and $1,000 receivable
on intercompany account and nothing else, are not in
cluded in the above combined balance-sheet. However, the
parent company carries the investment in these companies
among the assets a t par and includes the offsetting amount
in the intercompany accounts payable.
Among the investments of the parent company is an
amount of $6,000 representing bonds of a like principal
amount of a subsidiary.
Preferred stocks of three subsidiaries are held by the pub
lic in the amounts of $10,000, $5,000, and $5,000, respec
tively. They are nonparticipating and all dividends had
been paid.
The common stocks of all subsidiaries are 100% owned
except the stock of one company of which 10% is held by
the public. On the date of the balance-sheet the capital and
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surplus a t acquisition of this company amounted to $40,000
and surplus earned since acquisition amounted to $30,000.
No common dividends had ever been paid.
Complete the consolidation on a columnar work sheet.
No. 3 (20 points):
From the following trial balance of the accounts of W at
son College and the additional information given, prepare a
balance-sheet in the proper institutional form:
June 30, 1939
Dr.
Cr.
Cash................................................................. $ 43,500
Deposit accounts............................................
$
2,500
Income from endowment investments.........
85,500
Income from college operations....................
100,000
College operating expenses............................
195,000
Interest accrued on securities purchased. . .
500
Inventories
School supplies............................................
5,000
General.........................................................
3,000
Investments
Bonds...........................................................
875,500
Mortgages....................................................
270,000
Stocks...........................................................
990,000
Real estate...................................................
100,000
Mortgages payable secured by college plant
250,000
College plant
L and.............................................................
95,000
Buildings......................................................
1,000,000
Ground improvements...............................
50,000
Equipm ent...................................................
160,000
Profit on sale of endowment fund invest
ments ............................................................
4,000
Prepaid college expenses................................
2,000
Accounts receivable
Students.......................................................
3,000
Miscellaneous..............................................
1,000
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Notes receivable.............................................
Notes payable.................................................
Accounts payable...........................................
Reserve for doubtful accounts receivable.. .
Reserve for depreciation of buildings held as
endowment fund investm ent.....................
Reserve for contingencies..............................
Excess of assets over liabilities.....................

20,000
2,000
3,000
500
5,500
5,000
3,355,500
$3,813,500 $3,813,500

Additional I nformation
1. An analysis of the cash account shows th at the cash
should be divided as follows:
Current funds
Im prest cash.........................................................
On deposit.............................................................
Loan funds................................................................
Endowment funds....................................................
Funds subject to annuity agreements...................

$1,000
35,000
2,000
4,000
1,500
$43,500

2. Investments were all made from endowment funds
with the exception of $25,500 in bonds purchased
from funds subject to annuity agreements. The
income and principal of the latter funds are to be
used to make certain definite payments during the
life of the annuitants. Excess of annuity payments
over income has been charged to the principal of
the fund.
3. Notes receivable represent loans made to students
from funds which are restricted to that purpose.
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4. Memorandum records show that $11,500 of endow
ment funds are loaned temporarily to the current
fund.
5. These records also show that $50,000 of endowment
funds are invested in the college’s plant which is in
full accord with the endowment terms.
6. The income from $895,000 of endowment principal is
restricted.
7. I t was decided that the reserve for depreciation of
real estate carried among the investments be
funded.
No. 4 (20 points):
The Beverly Company went into receivership on January
31, 1940. From the information given below prepare (a)
a statement of affairs and (b) a deficiency account of that
date.
T rial B alance
January 3 1 , 1940
Cash.....................................................................
Notes receivable.................................................
Accounts receivable............................................
Inventory.............................................................
Marketable securities.........................................
L and.....................................................................
Buildings..............................................................
Machinery and equipm ent................................
Prepaid expenses and deferred charges.............
Notes payable.....................................................
Accounts payable...............................................
Accrued wages.....................................................
Accrued taxes......................................................
Accrued interest on first mortgage bonds........

Dr.
$ 24,000
25,000
75,000
50,000
40,000
25,000
150,000
175,000
7,000

Cr.

$ 20,000
151,000
9,000
12,250
3,750
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First mortgage bonds due February 15, 1940.
Reserve for depreciation—buildings........ ..
Reserve for depreciation—machinery and
equipm ent........................................................
Reserve for doubtful accounts receivable........
Reserve for contingencies..................................
Common stock....................................................
Surplus.................................................................

115,000
25,000
85,000
5,000
25,000
150,000
30,000
$601,000

$601,000

According to estimates made by the receiver in consulta
tions with the management, assets are expected to realize
the following amounts:
Notes receivable.......................................................................
Accounts receivable.................................................................
Inventories, after $5,000 is spent to complete work in
progress..................................................................................
Marketable securities, 70% of book value...........................
L and...........................................................................................
Buildings...................................................................................
Machinery and equipment......................................................

$15,000
50,000
35,000
28,000
30,000
90,000
60,000

Other data to be considered:
Notes receivable totaling $4,000 have been discounted
of which $1,000 will have to be paid by Beverly
Company as endorser.
Notes payable are secured by marketable securities hav
ing a book value of $25,000.
The first mortgage bonds are secured by a mortgage on
the land and buildings.
I t is estimated that contingencies covered by the reserve
therefor will result in actual liabilities of $20,000.
Accrued wages are all of recent origin.
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No. 5 (30 points):
On June 1st the Polar Corporation consigned 100 re
frigerators to the AB Company, to be sold as follows:
Cash price—$180 less 5% discount.
Time-payment plan—$180 net, one-third cash on de
livery, the balance in 24 monthly payments of $5.
All credit sales are subject to the approval of the Polar
Corporation as to credit risk. Refrigerators will be
repossessed when time-payment contracts are two
months in default and will be returned to the manu
facturer for reconditioning.
The manufacturing cost of each refrigerator was $60,
and $400 freight was prepaid on the shipment. The AB
Company paid $200 truckage and deposited with the
consignor $7,500 cash, thus advancing in all $7,700 to se
cure the consignment.
This sum is to remain credited to the AB Company
until all refrigerators are sold and fully paid or repossessed.
However, on December 31st of the current year, and there
after on the last day of each month, the consignor must
refund to the AB Company the amount, if any, by which
the original deposit exceeds the aggregate of (1) the full
sales price of the unsold refrigerators and (2) the uncol
lected instalments on time-payment contracts.
The AB Company will receive a commission of $30 on
each refrigerator sold for cash or on approved time-pay
ment contract. The AB Company will promptly remit all
collections less commissions in full on all such sales. Com
missions on defaulted contracts that had been approved by
the Polar Corporation will not be recoverable from the AB
Company.
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On June 30th the AB Company reported that they had
sold 60 refrigerators, 20 for cash and 40 on the time-pay
ment plan. The latter sales had been duly approved by the
Polar Corporation. The amounts collected had been remit
ted according to agreement.
Instalments on the 40 time-payment contracts were
collected for July, August, and September and had likewise
been remitted.
In October and November collections were made and
remitted on only 30 of these contracts, and the refrigerators
sold on the ten defaulting contracts were repossessed and
returned to the Polar Corporation on November 30th. The
latter expects to sell these refrigerators a t $100 each after
spending $10 each for inward freight and cost of recondi
tioning.
December collections on time-payment contracts were
made in full and the AB Company reported cash sales of 20
refrigerators, and 20 remaining in stock. The Polar Corpo
ration received these collections and the net proceeds from
the cash sales on December 31st.
The Polar Corporation in accounting for instalment sales
follows the plan of recognizing income only in terms of
amounts collected.
From the foregoing data prepare:
(a) The entries th at will record the transactions on the
books of the Polar Corporation.
(b) Comprehensive summaries of these entries showing
and explaining the following resulting balances
a t December 3 1 , 1939:
1. Consignment.
2. Repossessed refrigerators.
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3.
4.
5.
6.
7.

Cash.
AB Company.
Profit realized.
Profit not realized.
Loss on defaults.
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Com m ercial Law
NOVEMBER 15, 1940, 9 A.M. to 12:30 P.M.
Reasons must be stated for each answer; no credit will be
given for an answer unsupported by a statement of reasons.
Whenever practicable give the answer first and then state
reasons. Answers will be graded according to the applicant's
evident knowledge of the legal principles involved in the ques
tion rather than on his conclusions.
Group I
Answer all questions in this group.
No. 1 (10 points):
On October 1st, a certified public accountant entered into
a legally valid contract with a corporation whereby he
agreed to audit the corporation’s books for the year ending
December 31st, next, his work to begin December 1st.
On November 15th, the accountant learned that the cor
poration had become insolvent after October 15th. On
November 20th, a stockholder of the corporation, who was
neither an officer nor a director of it, orally promised the
accountant th at if the accountant would make the audit
the stockholder would pay the accountant’s fee if the
corporation did not pay it. The accountant made the audit
to the satisfaction of everyone concerned, but the corpora
tion failed to pay his fee. State every principle of law
which would have a favorable or an adverse bearing on the
114
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accountant’s right to enforce the stockholder’s promise to
pay the fee, and explain how the principle is applicable.
You need not express an opinion with respect to the stock
holder’s legal liability.
No. 2 (10 points):
A sole proprietor, owning and operating a small retail
business, is considering whether he should incorporate
his business. List and explain briefly any disadvantages
which would ensue from such incorporation.
No. 3 (10 points):
State in each of the following cases whether the nego
tiability of an otherwise negotiable instrument would be
destroyed if—
(a) I t were written in pencil;
(b) I t contained the following promise: “ I promise to
deliver to John Smith or order 100 tons of goldbearing ore from the North Star m ine” ;
(c) I t contained the following promise: “ I promise to
pay James Jones or order $1,000 when he becomes
21 years of age” ;
(d) I t contained the following promise: “ I promise to
pay Richard Rose $100” a t a specified date.
No. 4 (10 points):
Define the following terms as they relate to the law of
contracts so as to differentiate one from another and give
a brief example illustrating each one: (a) void; (b) voidable;
(c) unenforceable.
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No. 5 (10 points):
X borrowed Y ’s automobile without paying any con
sideration therefor for the avowed purpose of driving it
from St. Louis to Memphis and return in order to make an
audit in Memphis. Without Y ’s knowledge or consent, X
drove this car to Kansas City and return, and on the return
trip, the car was damaged, without negligence by X, as a
result of a highway defect. This trip to Kansas City was
occasioned by an unexpected request that X make an audit
there. Y was not employed by or in any way associated
with X and Y had no interest in or connection with either
of these audits.
(a) W hat kind of bailment is this?
(b) Can Y hold X financially responsible for the damage
to the car?
Group II
Answer any five questions in this group. No credit will be
given for additional answers, and i f more are submitted only
the first five in the order written by the applicant will be
considered.
No. 6 (10 points):
(a) Give a simple example of a gift to take effect a t
death.
(b) Give a simple example of a gift in contemplation of
death.
(c) For what reasons, other than a desire to help the
donee, are such gifts usually made?
(d) Give a simple example of a gift causa mortis.
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No. 7 (10 points):
Brown, a licensed real estate broker, notified Jones that
certain real property could be purchased from the Security
Bank. Jones, who knew that Brown would be entitled to a
commission, falsely told him that he was not interested in
purchasing the property. Immediately thereafter Jones
signed a contract with the bank for the purchase of this
property, falsely representing to the bank th at no broker
had brought about the sale. Brown was unable to collect a
commission. If Brown has any legal rights against Jones,
on what principle of law would they be based?
No. 8 (10 points):
On M ay 2 8 , 1939, the Benjamin Corporation procured a
policy of fire insurance and the property covered thereby
was destroyed by fire on June 2 5 , 1939. Upon refusal of the
insurer to pay this loss, the corporation sued the insurance
company. The latter defended on the ground that on De
cember 15, 1937, the corporate existence of the Benjamin
Corporation was terminated by proclamation under a
statute of its state of incorporation because of its failure to
pay its franchise tax. This statute provided th at the cor
porate existence of a tax-delinquent corporation “ shall
immediately cease and shall be deemed dissolved without
further legal proceedings” upon the publication of such a
proclamation.
(a) Is the insurance company’s defense valid?
(b) Would it have been valid if the action had been
brought by a receiver duly appointed to wind up
the corporation’s affairs?
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No. 9 (10 points):
(a) Define “ infant” as the term is used in the law.
(b) In determining whether property or service for which
an infant attem pted to contract is a “ necessary,”
what factors, circumstances, or considerations are
taken into account?
No. 10 (10 points):
A certified public accountant in making his first audit of
the books and accounts of a corporation notes that the
assets include a parcel of real property. The secretary of the
corporation gives him an abstract of title.
(a) Describe an abstract of title and mention three
kinds or types of items that might be found in one.
(b) W hat use should the accountant make of this ab
stract?
No. 11 (10 points):
(a) W hat is a mortgage on personal property called?
(Give the legal name for that kind of mortgage.)
(b) In what principal respect does such a mortgage differ
from a pledge?
No. 12 (10 points):
X owns 48% of the capital stock of a corporation con
ducting a profitable but highly competitive business, Y
holds 49%, and Z holds 3%. X enters into a legally binding
contract with Z for the purchase of Z’s stock. Z, without
excuse, breaches his contract and refuses to deliver the
stock. W hat can X legally do about it?

A ccounting Theory and Practice—Part II
NOVEMBER 15, 1940, 1:30 P.M . to 7:30 P.M.
Solve all problems.
No. 1 (10 points):
From the following trial balances of a wholly owned
subsidiary prepare a statement of sources and application
of funds:
January 1 December 31
Assets
Current assets.................
Fixed assets, less reserve
Deferred charges.............
Goodwill...........................

$ 400,000 $ 501,000
1,000,000 1,016,000
50,000
40,000
650,000
60,000
$2,100,000 $1,617,000

Liabilities
Current liabilities............................
Capital surplus................................
Earned surplus................................
Capital stock...................................
Intercompany account...................

$ 200,000 $ 250,000
300,000
700,000
800,000
100,000 1,367,000
$2,100,000 $1,617,000

On March 31st $600,000 of goodwill was charged off—
$300,000 to capital surplus and $300,000 to earned surplus.
In the first half of the year the subsidiary bought the as
sets of a business, consisting of $100,000 equipment and
$50,000 inventory and accounts receivable. The amount
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paid was $170,000, the excess of $20,000 being considered
the value of the goodwill acquired.
Old machinery was sold for $1,000; it had a book value
of $12,000 and $8,000 depreciation had been provided.
On June 30th, the subsidiary company was dissolved and
made a division of the parent company. Its accounts were
continued in a separate divisional ledger.
A net profit of $317,000, after providing $80,000 de
preciation and $10,000 for amortization of goodwill, had
been made and was credited to intercompany account.
The deferred charges consist of unexpired insurance and
prepaid current expenses.
The solution to this problem will be graded with special
regard to form.
No. 2 (20 points):
The balance-sheets and profit-and-loss statements of
John Doe Manufacturing Company and its wholly owned
subsidiary, Blank Sales Company, were submitted as
follows:
B alance-sheets—D ecember 3 1 , 1939
Assets

John Doe
Mfg. Co.

Blank
Sales Co. Combined

C ash............................................ $ 150,000 $ 75,000 $ 225,000
U. S. Government bonds—a t
cost, not in excess of market
300,000
100,000
value.......................................
400,000
Trade accounts receivable:
10,000
650,000
Customers—less reserves. . .
660,000
490,000
Blank Sales Co......................
490,000
Inventories—a t the lower of
600,000
200,000
cost or m arket.......................
800,000

ACCOUNTING THEORY AND PRACTICE
Investment in Blank Sales Co.
Investment in 1,000 shares of
common stock, $5 par value,
of John Doe Mfg. Co. (car
ried a t the cost of the com
mon stock of $10 par value
exchanged therefor)..............
Other assets...............................
Property, plant and equipment
—a t cost.................................
Prepaid expenses.......................
Expenses of registration and
listing of stock.......................

375,000

............

121
375,000

25,000

20,000
30,000

20,000
55,000

950,000
35,000

275,000
25,000

1,225,000
60,000

15,000

15,000

$2,950,000 $1,375,000 $4,325,000
Liabilities
Notes payable...........................
Accounts payable—including
amounts due to affiliated
companies..............................
Federal taxes on income..........
Reserve for depreciation..........
Common stock, $10 par value.
Common stock, $5 par value..

$ 200,000 $ 100,000 $ 300,000
325,000
150,000
250,000
750,000
375,000

665,000
35,000
75,000
150,000

Surplus
A t January 1, 1939............... $ 596,250
A t July 1, 1939......................
........... $ 355,000
N et profit per statement of
510,000
115,000
profit and loss....................
Dividends p aid......................

990,000
185,000
325,000
900,000
375,000

$ 951,250
625,000

$1,106,250 $ 470,000 $1,576,250
206,250
326,250
120,000
$ 900,000 $ 350,000 $1,250,000
$2,950,000 $1,375,000 $4,325,000
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Statements of P rofit and L oss
John Doe
Blank
Mfg. Co.
Sales Co.

Combined

Year ended S ix months to
Dec. 3 1 , 1939 Dec.31, 1939
N et sales................................ $4,200,000 $3,300,000 $7,500,000
3,570,000
Cost of goods sold.................
3,025,000
6,595,000
$ 630,000

$ 275,000

$ 905,000

75,000

140,000

215,000

$ 555,000

$ 135,000

$ 690,000

$ ...........
120,000
5,000

$

25,000
1,000
4,000

$

$ 125,000

$

30,000

$ 155,000

$ 680,000

$ 165,000

$ 845,000

$

20,000
150,000

$

15,000
35,000

$

$ 170,000

$

50,000

$ 220,000

$ 510,000

$ 115,000

$ 625,000

and administrative
expenses..............................

S e llin g

Other income:
Commission earned...........
Dividends received...........
Miscellaneous....................

Miscellaneous deductions from
income.................................
Federal taxes on income___

N et profit.......................

25,000
121,000
9,000

35,000
185,000

Also the following information was given:
1. In June, 1939, the authorized capital stock of John
Doe Manufacturing Company was changed from
100,000 shares of $10 to 250,000 shares of $5 each
and the shareholders agreed to exchange their
stock on the basis of 1¾ shares of the new for each
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share of the old stock. Accordingly all the 75,000
outstanding shares of the old $10 stock were ex
changed for 131,250 shares of the new $5 stock on
July 1 , 1939.
2. On July 1, 1939, the company acquired all the out
standing 15,000 shares of Blank Sales Company
for 75,000 shares of its new $5 stock.
3. Immediately after July 1, 1939, certain shareholders
of John Doe Manufacturing Company disposed of
a portion of their holdings to an underwriter, re
ceiving $20 per share. The shares were offered to the
public a t $22.50.
In view of the wider distribution of its stock after the
public offering the company arranged to list its
common shares on the stock exchange and agreed
to pay all expenses of listing and of registering the
stock under the securities act of 1933, amounting
to $15,000.
4. The inventories of Blank Sales Company included
merchandise bought from John Doe Manufacturing
Company a t the latter’s regular sales prices, as
follows:
January 1, 1939..................................................
June 30, 1939 ......................................................
December 31, 1939 .............................................

$

50,000
30,000
40,000

5. The net sales of John Doe Manufacturing Company
included net sales to Blank Sales Company as
follows:
January 1 to June 30, 1939...............................
July 1 to December 31, 1939............................

$1,500,000
2,500,000
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6. Commissions earned by the Blank Sales Company
included $2,000 received from John Doe Manufac
turing Company and charged to the latter’s selling
expenses.
7. Dividends received had been credited to income.
8. Throughout the year the rate of gross profit on sales
remained the same.
9. All depreciation had been charged to the production
cost, the office equipment having been written
down to nominal value in previous years.
10. No entries had been made recording the conversion of
the John Doe Manufacturing Company capital
stock.
From the foregoing data prepare a columnar work sheet
distinctly showing the consolidated balance-sheet and
profit-and-loss statement of John Doe Manufacturing Com
pany and its wholly owned subsidiary, Blank Sales Com
pany. The candidate must show or mention how the 1,000
shares of John Doe Manufacturing Company stock owned
by the Blank Sales Company should be treated.
No. 3 (20 points):
The Citizens Light and Power Company’s trial balance
of December 31, 1939, is given below:
Dr.
Amortization of debt discount and expense...
Amortization of utility plant acquisition ad
justm ents.........................................................
Bonds...................................................................
Capital stock.......................................................
Cash and working funds....................................
Construction work in progress..........................

$

Cr.

100
400
$100,000
75,000
13,500
14,900
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Contributions in aid of construction................
Customers’ advances for construction.............
Customers’ deposits............................. .............
Depreciation........................................................
Dividend appropriations—capital stock..........
Dividends declared.............................................
Earned surplus....................................................
Extraordinary property losses..........................
Interest accrued..................................................
Interest charged to construction......................
Interest on long-term d ebt................................
Interest receivable...............
Interest revenues................................................
Materials and supplies.......................................
Notes and accounts payable......... ....................
Notes and accounts receivable.........................
Notes receivable discounted..............................
Operating expenses........................
Operating revenues.............................................
Other deferred debits.........................................
Other interest charges........................................
Prepaym ents.......................................................
Property losses chargeable to operations........
Reserve for amortization of utility plant acqui
sition adjustm ents..........................................
Reserve for depreciation of utility p lan t..........
Reserve for uncollectible accounts..................
Taxes....................................................................
Taxes accrued.....................................................
Unamortized debt discount and expense........
Utility plant acquisition adjustm ents..............
U tility plant in service.....................................
T otals........................................... ..............

125
25,000
365
750

5,875
6,000
1,500
4,185
35,000
2
200
2,500
200
400
4,500
2,000
7,000
1,000
32,000
60,000
1,550
2
1,000
1,000
4,300
66,525
500
6,500
3,500
3,200
10,000
200,000
$345,227

$345,227

Additional I nformation
1. The bonds are dated July 1, 1925, and are due July 1,
1955. Interest a t the rate of 5% per annum is paid
on January 1st and July 1st. The bonds were origi
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nally issued at 94. The appropriate adjustment at
December 31, 1939, has not been made.
2. The charge to “ depreciation” includes $100 for de
preciation on trucks and other equipment used on
construction work which is still uncompleted.
3. $10,000 (face value) of the company’s bonds were
purchased and retired on December 31, 1939, at
95. The January 1 , 1940, coupons had been removed
and will be paid separately. The entry for the bond
purchase and retirement has not been made.
4. On October 1, 1939, equipment which cost $1,500
broke down and was scrapped. I t was acquired on
April 1, 1935, and had been depreciated a t the rate
of 20% per annum. The cost of removing and dis
posing of the equipment was $50. The bookkeeper
made the following entry:
Other deferred debits.................................
Utility plant in service..............................
Cash.............................................................

$1,550
$1,500
50

No depreciation has been recorded on this equipment
during 1939.
Prepare:
(a) The entries called for by the “ additional infor
mation.”
(b) The balance-sheet of December 31, 1939.
(c) The earned-surplus account for the year 1939.
(d) The income account for the year 1939.
No. 4 (20 points):
The will of E. M. Dodd, who died on December 3 1 , 1933,
provided cash bequests of $40,000 to Mrs. Dodd and $15,-
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000 each to two children, the residuary estate to be divided
equally among the three beneficiaries. Mrs. Dodd was ap
pointed executrix and trustee without fees or other emolu
ments.
By court order Mrs. Dodd was to receive a family al
lowance of $4,000 a month, commencing January 1, 1934,
payable from income or from any cash principal available
if the income should be inadequate. The estate never had
enough cash available to pay up the full allowance nor
could any part of the cash bequests be paid. Accordingly a
considerable liability to Mrs. Dodd had accumulated to
ward the end of 1939 for the unpaid portion of the family
allowance, as shown by the following trial balance of the
estate ledger a t December 31st of that year:
Cash.....................................................................
Securities.............................................................
Building A ...........................................................
Reserve for depreciation....................................
Building B ...........................................................
Reserve for depreciation....................................
Mortgage—building B .......................................
Revolving fund—building A .............................
Revolving fund—building B .............................
Mrs. E. M. Dodd—family allowance..............
Mrs. E. M. Dodd—paid on account................
Estate corpus......................................................

Dr.
200
20,000
200,000

Cr.

$

$ 36,000
160,000
38,400
32,000
1,800
2,400
288,000
178,000
168,000
$562,400

$562,400

The balance in the estate corpus account was made up
as follows:
Appraisal of assets.............................................................
Deduct—Funeral expenses, etc.........................................

$365,000
15,000
$350,000
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Add—Income
Dividends received.............................................................
Rentals, after deducting expenses and mortgage interest
to d a te ............................................................................

100,000

Deduct—Family allowance...................................................

$456,000
288,000

Balance............................................................................

$168,000

6,000

For want of cash the beneficiaries decided to settle all
liabilities by transfer of property and they requested their
attorney to petition the court for approval of the following
agreement to take effect as of December 31, 1939:
The building B and its revolving fund are to be conveyed
to Mrs. Dodd subject to the mortgage. In turn she agrees
to waive all her claims against the estate for expenditures
not refunded to her, including one of $5,000 for estate in
come taxes paid by her and not collected from the estate,
and in addition to pay attorney’s fees of $6,000 for the
estate. Furthermore, all beneficiaries agree to have the
family allowance discontinued after December 31, 1939,
and also to waive their claims to the cash bequests.
The court gave its approval to the agreement and ordered
an intermediary accounting by the trustee as of December
3 1 , 1939.
Prepare:
(a) Adjustments to the trial balance.
(b) Columnar work sheet showing the trial balance be
fore and after adjustment.
(c) Statement of Mrs. Dodd’s account.
(d) Statement of estate corpus.
(e) Trustee’s intermediary accounting in the form of a
charge and discharge statement.
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No. 5 (30 points):
The Metal Products Company operates a plant a t which
is produced a standardized line of small metal articles that
do not differ very much in type, cost, or sales value.
I t has been decided to include burden in the production
cost a t departmental normal rates, and you are called in to
calculate these rates from the following normal annual
operating data prepared by the company:
P roductive C apacity of M anufacturing D epartments
Direct Labor
Machine
Hours Dollars
Hours
Machining A .......................... .................. 50,000 100,000 80,000
Machining B .......................... .................. 40,000
40,000 30,000
60,000 27,000
Bench assem bly....................
50,000 25,000
Packing..................................

M iscellaneous Operating D ata
Occupied Book Value Number Horse Power
of
Area Machinery
Em
In  Usage
Square
and
Feet Equipment ployees stalled Factor
60
125 80
Machining A .................... 18,000 $ 75,000
60,000
24
Machining B .................... 15,000
80 80
36
20,000
12,000
Bench assembly..............
10,000
18,000
30
10 50
Packing............................
4,000
9,000
5 40
Maintenance....................
13,000
8,000
5 60
Receiving and sto re s.. . .
2,000
4,000
General p lan t...................
14,000
15 60
Warehousing and shipping 18,000
••
100,000

$200,000

150

240
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I ndirect L abor, M aterials, Supplies and E xpenses
Supervision Supplies
and
and

Machining A ...................... .
Machining B ......................
Bench assembly.................
Packing..............................
Maintenance......................
Receiving and stores........
General p lan t.....................
Warehouse and shipping..,

Maintenance

Labor Expenses Materials Labor *
$15,000 $18,000 $ 8,000 $ 9,000
8,000
12,000
5,000
4,000
7,200
2,000
500
1,000
6,000
3,000
800
600
8,000
5,000
1,000
500
4,000
1,800
300
200
16,000
8,000
500
300
10,000
8,500
1,000
1,500
$74,200

$58,300

$17,600

$16,600

* Maintenance labor is charged directly to the various departments
from maintenance department time tickets.
Other E xpenditures and Charges
Unemployment tax a t the rate of 3%
Old age benefit tax a t the rate of 1%
Workmen’s compensation—per $100 payroll
Machining departm ents.................................
General plant departm ent.............................
Other departm ents.........................................
Purchased power................................................
Rent, light and h eat...........................................
Insurance and sundry taxes..............................
Depreciation a t 10% per annum . .................

$

2.50
.75
1.50

18,000
30,000
2,400
20,000

The receiving and stores department receives and stores
the sheet metals, all of which enter into the manufacturing
processes through machining department A. There is not
much difference in the costs of the several kinds of metal
used, and in the time to machine them, for the various
products do not vary greatly.
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The general plant department consists of the superin
tendent’s and the paymaster’s offices.
The warehousing or shipping department stores and ships
the manufactured product only.
All direct labor is paid a t hourly rates. All employees
work about the same number of hours per annum. They
earn less than $3,000 per annum, except the superintendent
and the foreman of machinery department A who receive
$8,000 and $5,000 per annum, respectively.
From the foregoing information prepare a comprehensive
summary of the normal annual burden, leading to and
showing the departmental burden rates. State the basis or
bases on which the burden should be applied to the direct
manufacturing costs.

Examinations of May, 1941
A uditing
MAY 15, 1941, 7 A.M. to 12:30 P.M.
The candidate must answer all questions.
No. 1 (4 points):
How should an auditor verify the book record of:
(a) Directors’ fees.
(b) Officers’ salaries.
(c) Commission paid to officers.
(d) Officers’ traveling expenses.
No. 2 (12 points):
Briefly state and discuss in a general way what written
statements (usually called “ certificates”) the auditor may
procure from his client as a safeguard against charges of
negligence in the examination of the client’s accounts,
without relieving himself from responsibility under ac
cepted rules of audit procedure.
Also state and discuss specifically the various points such
certificates should cover in connection with each of the
usual balance-sheet items (inventory, liabilities, capital
assets, receivables, etc.).
No. 3 (4 points):
Various concerns prefer th at bills rendered to them for
purchases or services be made out on their own invoice
forms.
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(a) W hat are the advantages and disadvantages of such
a form to the concern?
(b) How does its use affect the outside auditor?
No. 4 (4 points):
A considerable number of first mortgages on local real
estate are held by an institution. How should they be
checked and examined from year to year and the income
confirmed?
No. 5 (12 points):
W hat are (a) the essential requirements, and (b) the
principal advantages of an adequate internal control of
merchandise inventories? Discuss (c) the importance of
costing sales in connection with such a control, and (d)
describe two general methods of costing.
No. 6 (4 points):
A building which has an estimated life of fifty years is
erected on land occupied under a lease that still has twentyfive years to run. Depreciation is provided a t the rate of 2
per cent per annum.
(a) Should the auditor approve this rate? Discuss.
(b) Should he approve it if the lease contains a renewal
option for twenty-five additional years? Discuss.
No. 7 (8 points):
In the annual examination of the accounts of an estate
for a life beneficiary, the following transactions were
noted:
i. In the year under examination the trustee had pur
chased mortgage bonds and also paid for the inter-
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est accrued since the last coupon date. The mort
gagor defaulted and did not pay the next coupon.
The trustee had treated the interest paid as a loss of
income.
2. The trustee had sold on a coupon date certain long
term bonds a t an amount higher than their original
cost. The bonds had been bought at a premium
which was being amortized over their remaining
life. The trustee had credited the entire proceeds
to principal.
3. The trustee had also sold, likewise on a coupon date,
certain long-term bonds a t an amount lower than
their original cost but higher than their amortized
book value. The trustee had credited the entire
proceeds to principal.
Discuss each of these transactions, stating also whether
the trustee’s treatment may be accepted by the auditor.
No. 8 (4 points):
Should the auditor approve a statement of profit and loss
on which depreciation of plant and equipment is not in
cluded in the operating cost and the item “ operating
profit” is thus shown before deducting depreciation?
Discuss.
No. 9 (12 points):
How should an inventory be checked under circum
stances as follows:
The client operates several stores selling numerous
household utensils a t retail and also has a warehouse
all in one city.
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A perpetual inventory is kept a t the general office
showing quantity, unit price, and location of the goods
and is supposed to be under good accounting control.
Employees of the client, working in teams of two
men each, take the warehouse inventory on numbered
sheets.
The inventory in the stores is taken on serially
numbered tags. One employee enters the description
on a tag in two places and fastens it to the article.
A second employee verifies the description, tears
off one half of the tag, leaving the other half a t
tached.
Inventory sheets and torn-off portions of the tags
are turned in to the head office and unit prices are
entered, previously revised to the lower of cost or mar
ket, or reduced for slow moving, less salable and dam
aged goods.
An outside service company is hired to make exten
sions and additions and to make a fair copy and
summary of the inventory.
The auditor received instructions several weeks
before the date of stocktaking.
The check should be substantially in accordance with
the more extensive audit procedure now followed by the
accounting profession.
No. 10 (4 points):
The property account of a corporation includes the fol
lowing items th at were finally disallowed by the federal
income-tax authorities in determining the basis for depre
ciating the cost of a building, namely:
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1. Interest and taxes during construction.
2. Bond discount and expenses.
3. Commission paid on the sale of capital stock.
4. Organization and promotion expenses.
State explicitly how you would deal with each of the
above items in the corporation’s books and in its annual
financial statements.
No. 11 (12 points):
Describe the procedure of examining for the first time the
accounts receivable of a large merchandizing concern.
No. 12 (4 points):
Should an auditor certify statements of a company
which show (a) treasury stock as an asset, (b) profit or loss
on sale of treasury stock as additions to or deductions from
income, (c) dividends received on treasury stock as income?
Discuss and indicate proper treatment.
No. 13 (12 points):
Outline the general procedure which should apply in the
audit of a municipality with respect to (a) cash receipts,
and (b) expenditures.
No. 14 (4 points):
How should the auditor verify the following reserves and
how should they be shown on the balance-sheet? Discuss.
(a) Reserve for depreciation.
(b) Reserve for contingencies.
(c) Reserve for bond sinking fund.
(d) Reserve for income taxes.
1. In the case of an interim balance-sheet.
2. In the case of a final annual balance-sheet.

A ccounting Theory and Practice—Part I
MAY 15, 1941, 1:30 P.M. to 7:30 P.M.
Solve all problems.

No. 1 (16 points):
From the following balance-sheets, profit-and-loss ac
counts and other data, prepare intelligible columnar work
sheets showing the consolidation of the accounts, minority
interests, earned surplus a t beginning, and profit and loss.
Phoenix
Co.
B alance- sheets D ecember 31,
Assets
Cash................................................... $ 428,000
Accounts receivable..........................
5,000
Prepayments and supplies...............
Investment in U. S. Airlines Co.
630,000
stock...............................................
270,000
Investment in Eastern, Inc., sto ck ..
370,000
Loans to Eastern, Inc.......................
Investment in Potomac Co. common
stock......................................... .....
L and................................. , ...............
Buildings and equipment.................
Reserve for depreciation..................

Eastern Potomac
Airports Airport
Inc.
Co.
1940
$ 14,500 $
45,000
26,500

500
8,500

180,000
284,000 215,500
310,000
50,000*

$1,703,000 $810,000 $224,500
Liabilities
Accounts payable......................
Taxes and other accruals.........
* Dedication.

$ 10,000
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370,000
8,500

Due Phoenix Co..........................
Due Potomac Co.........................
Capital stock—preferred...........
Capital stock—common............. . . .
Paid-in surplus............................
Earned surplus............................ . . .

500,000
500,000
688,000

$ 40,000
225,000 200,000
150,000
22,500
15,500 *

$1,703,000 $810,000 $224,500
P rofit and L oss Accounts—1940
Income
$
R en t............................................
Profit on sales of securities___ . . $ 165,000
Revenue from port activ ities..
$ 75,000
25,000
Dividends...................................
48,000
Interest.......................................

8,500

$ 238,000 $ 75,000 $ 8,500
Expenses
Interest......................................
General, including taxes........... .. $
Loss on sale of hangar.............
$

75,000

$ 18,000
46,000 $ 2,000
3,000

75,000 $ 64,000 $

5,000

N et income.......... ................. ... $ 163,000 $ 11,000 $ 3,500

* Deductions.

Other D ata
(1) Phoenix Co. owns 36,000 shares of the stock of
Eastern Airports, Inc. Of this holding 21,000
shares were acquired by subscription a t time of
issue (January 1, 1937) a t $10 per share. Addi
tional 3,000 shares of Eastern, Inc., stock were
purchased on December 31, 1938, a t $20 per
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share; a t this time the stock equity of Eastern
Airports, Inc., stood as follows:
Capital stock—stated value ($5 per share)........
$150,000
Paid-in surplus........................................................
150,000
Earned surplus............................................................... 100,000
$400,000

(2)

(3)
(4)

(5)

(6)

(7)

(8)

As of January 1, 1939, Eastern Airports, Inc.,
declared a stock dividend of $75,000 (15,000
shares a t $5.00 per share) which was appropriated
from earned surplus.
Eastern Airports, Inc., owns 90 per cent of the
common stock of Potomac Airport Co. acquired
on December 3 1 , 1938, a t a total cost of $180,000.
At this time the accumulated operating deficit of
Potomac was $14,000 but preferred dividends
had been paid to date.
No dividends were paid by Phoenix Co. in 1940.
No dividends (other than the stock dividend referred
to above) were declared by Eastern Airports, Inc.,
during the years 1939 and 1940.
No dividends were declared on the preferred stock of
Potomac Airport Co. for the two years, 19391940. This is a 6 per cent cumulative stock.
The interest charge on the books of Eastern Air
ports, Inc., is entirely applicable to the advances
made by the Phoenix Co.
All of the revenues of Potomac Airport Co. for 1940
are based on charges to Eastern Airports, Inc.,
not yet collected.
All investment accounts shown are recorded on a
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cost basis, with no adjustments for intercompany
profit, loss, or dividends.
No. 2 (16 points):
From the following data prepare a statement of operat
ing results of the Zinc Mining and Milling Company in
October that will show the operations on the company’s
own account and its activities in furnishing milling services
to others, both for zinc and for lead concentrates. Present
all supporting schedules. Carry computations to the third
decimal.
The Zinc Mining and Milling Co. operates several mines
and a mill for concentrating ore. The ore as it comes from
the mines must be concentrated in the mill before being
shipped to the smelters. The resulting zinc and lead con
centrates amount to about 5 per cent to 7 per cent of the
original weight. Both kinds of concentrates go through sub
stantially the same milling processes. Zinc concentrates
contain about 60 per cent zinc, while lead concentrates
contain about 80 per cent lead.
The company, in addition to milling the rock produced
in its own mines, does commercial milling for other mines
in the neighborhood, accepting as compensation 20 per
cent of the concentrates produced. The amount of con
centrates produced from the ores thus brought in is deter
mined by assaying each carload of rock as it is received.
This is necessary because (a) the ores from different mines
differ in richness and (b) it is not practicable to mill differ
ent batches of ore separately.
The mining land and ore deposits are not owned by the
company. A royalty of 12 per cent of the selling price of
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concentrates produced from company ores must be paid to
the owners. This royalty accrues as the concentrates are
sold, royalty expense being charged and accounts payable
credited a t the end of the month in which sales are made.
The company develops its own power which is used 40
per cent for mining operations and 60 per cent in the mill.
Inventories of partially mined rock and of rock in process
in the mill are constant and may be ignored for the pur
poses of this problem.
The following operating data are presented:
Cost of mining..........................................................
Cost of milling..........................................................
Cost of power............................................................
General m anagem ent..............................................

$31,356
11,326
6,292
5,586
$54,560

(The above costs include all labor, supplies, expenses, and
depreciation.)
Tons Valued a t
Mined rock on hand October 1st...........................
Rock mined and brought to the surface in October
Mined rock on hand October 31st...........................
Rock owned by others milled in October.............
Concentrates on hand October 1st:
Zinc—own product only......................................
Lead—own product only.....................................
Concentrates produced in October, both own and
for others:
Zinc........................................................................
L ead.......................................................................
Concentrates delivered to others after retaining
company’s share:
Zinc........................................................................
L ead.......................................................................

500
27,600
1,500
4,600
150
50
1,810
187
216
24

$

615

$ 3,900
1,800
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Concentrates on hand October 31st:
Zinc—own product only......................................
Lead—own product only................. ...................
Sales of concentrates in October:
Zinc........................................................................
L e a d ....................................................................
M arket price per ton of concentrates October 31st:
Zinc........................................................................
. Lead.......................................................................

125
20
$66,379
11,001
$

42
58

I t is understood th at the mining and milling expenses
will be apportioned to the cost of zinc and lead concentrates
on the basis of their sales value (known as the “ joint
product m ethod”) and that the general management ex
penses will not be absorbed in the production costs.
No. 3 (10 points):
Make observations and offer suggestions concerning (a)
the form and substance of the accounts presented below, and
(b) the treatment therein of “ depreciation on appreciation.”
CALIFORNIA SH IP COMPANY
B alance-sheet D ecember 31, 1940
Assets
Capital assets: *
Vessels.......................................
$15,060,000
Shore p lan t..............................................
515,000
Inventory of steamer equipment______
130,000 $15,705,000
Investments in stocks of other com panies--------------(at or below cost)...................................
460,000
Unexpired insurance and other deferred
items (net)...............................................
125,000
Mixed claims awards receivable (reserved,
per contra)...............................................
2,220,000
United States Treasury notes (at cost; de
posited with Treasurer of United States
as collateral under lease agreement). . .
50,000
Treasury stock (6,500 shares a t p a r). . . .
650,000
* See note on page 143.
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Assets allocated to insurance fund:
Cash in banks (including time deposits,
$325,000)..............................................$ 550,000
United States Treasury notes and bills
(at cost)...............................................
600,000 $ 1,150,000
Current assets:
--------------Cash in banks and on hand.................. $ 2,780,000
United States Treasury bills (at cost)..
7,360,000
Accounts receivable (including disaster
and other claims recoverable)...........
801,000
Supplies....................................................
75,000 11,016,000
$31,376,000

Liabilities
Capital stock (authorized and issued
50,000 shares, par $100).......................
$ 5,000,000
Current liabilities:
Accounts payable................................... $
790,000
Federal income taxes..............................
1,802,000
2,592,000
Excess of revenue over disbursements o n --------------uncompleted voyages.............................
690,000
Reserve for rep airs........ ............................
165,000
Reserve for claims......................................
57,000
Reserve for mixed claims awards receiv
able...........................................................
2,220,000
Reserve for insurance.................................
1,150,000
Reserve for depreciation of vessels.........
12,805,000
Reserve for depreciation of shore p la n t..
360,000
Capital surplus *.........................................
285,000
Earned surplus............................................
6,052,000
$31,376,000
* Stated a t cost except in case of four ships recorded a t appraised
values when acquired in 1937. The excess of appraised values over
cost was credited to capital surplus and depreciation on appreciation
has been accrued through charges to the operations. On December 31,
1940, the unamortized balance of the appreciation was $290,000.
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Statement of P rotit and L oss
For the year 1940
Operating revenues.......................................................... $16,000,000
Operating expenses (excluding depreciation)................ 12,650,000
$ 3,350,000
Other credits:
Interest and dividends on investments..................... $
Excess of provision for self-insurance charged to
operating expenses in 1940 over net losses in 1940

360,000

$

362,000

2,000

N et profit (before depreciation and federal income and
excess-profits taxes)...... .............................................. $ 3,712,000
Gain from sale of capital assets (proceeds from sale of
six ships in excess of book value)...............................
1,410,000
$ 5,122,000
Provision for depreciation............................................... $

550,000

Total profit (including gain on sale of capital assets but
before federal income and excess-profits taxes). . . . $ 4,572,000
Provision for estimated federal income and excessprofits taxes...................................................................
1,760,000
N et profit for year............................................................ $ 2,812,000
Statement of Surplus
For the year 1940
Earned
Capital
Balance December 31, 1939.......................... $3,585,000 $610,000
N et profit for year..........................................
2,812,000
Transfer from capital surplus to earned sur
plus of depreciation on appreciation
charged against profits in 1940 ($270,000)
and of unamortized appreciation on ves
sels sold........................................................
320,000 320,000 *
* Deduction.
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Excess of cost of 6,500 shares of Treasury
stock purchased over par value................

15,000 *
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$6,702,000 $285,000
Deduct—
Dividends declared in 1940 .......................

650,000
$6,052,000

* Deduction.

No. 4 (8 points):
Give an outline of the statements that usually accom
pany a report covering the examination of the accounts of
a municipality.

Com m ercial Law
MAY 15, 1941, 9 A.M. to 12:30 P.M.
Reasons must be stated for each answer; no credit will be
given for an answer unsupported by a statement of reasons.
Whenever practicable give the answer first and then state
reasons. Answers will be graded according to the applicant's
evident knowledge of the legal principles involved in the ques
tion rather than on his conclusions.
Group I
Answer all questions in this group.
No. 1 (10 points):
A certified public accountant, in his examination of a
wholly owned subsidiary corporation, finds th at its board
of directors has declared a dividend in excess of the amount
of surplus a t the beginning of the year plus the net profit
for the year, and that this dividend has been paid to the
parent corporation. W hat should the accountant do with
respect to this situation?
No. 2 (10 points):
X was legally indebted to Y, but Y had permitted the
statute of limitations to run and his claim against X became
barred on March 1, 1940. On April 22, 1940, X in writing
voluntarily promised Y that X would pay the amount of
this barred claim in ten days. X failed to pay and in an ac
tion by Y against him X pleaded that there had been no
146
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consideration for his promise of April 22, 1940. Is this plea
by X a valid defense?
No. 3 (10 points):
Peters, a dealer in calculating machines, delivered to
another dealer a small but expensive machine to show to
customers and, if possible, to sell. Peters and the other
dealer signed a statement reciting that the machine re
mained the property of Peters and stating th at no sale
would be effective until Peters had expressly approved it.
Without Peters’ knowledge, the other dealer sold the ma
chine for cash to a public accountant who did not know and
had no reason to infer th at Peters was the owner of it, and
then disappeared without accounting to Peters. Has Peters
any rights against the public accountant?
No. 4 (10 points):
(a) Define express warranty with respect to a sale, and
give a brief statement of facts illustrating one.
(b) Define representation with respect to a sale, and give
a brief statement of facts illustrating one.
No. 5 (10 points):
(a) Define insurable interest with respect to (1) life
insurance, and (2) property insurance.
(b) If the insured sells a building on which he has pro
cured fire insurance and the sale price includes the
proper amount for unexpired insurance, is the
buyer thereby legally entitled to hold the insurer
for a loss during the term of the policy?
(c) Has an unsecured creditor an insurable interest in
the property of his debtor?
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Group II
Answer any five questions in this group. No credit will be
given for additional answers, and i f more are submitted only
the first five in the order written by the applicant will be
considered.
No. 6 (10 points):
A certified public accountant completed an out-of-town
engagement and returned to his home-office city by rail
road. He purchased a one-way ticket with Pullman accom
modations and checked a large brief case and a suit case as
baggage. There was no excess-baggage charge. The brief
case and the suit case were carried on the same train with
the accountant but for some unknown reason the brief case
could not be found by the carrier a t the end of the journey.
No questions had been asked by the railroad agent concern
ing the contents of either case and the passenger had volun
teered no information about them. The brief case contained
working papers, the replacement of which would cost over
$1,000. Is the carrier legally responsible for the loss of the
brief case as baggage?
No. 7 (10 points):
X, an auditor, had established an extensive and valuable
reputation for his skill in uncovering defalcations in stockbrokerage firms. He made a legally binding contract to
work as employee for a firm of certified public accountants,
but without excuse he refused to abide by his contract.
(a) Can the firm obtain an injunction compelling X to
carry out his contract? W hat is the legal name of
this type of injunction?
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(b) Can the firm obtain an injunction forbidding X to
enter the employ of any other firm of certified
public accountants?
(c) If an injunction of either type were obtained and X
violated it, by whom and how would he be
penalized?
No. 8 (10 points):
X enters into a legally valid contract to buy from Y
certain specifically identified goods then in a public ware
house.
(a) If, without the knowledge of either party, said goods
had been completely destroyed by fire prior to the
execution of the contract, what rights has X
against Y?
(b) If, without negligence or fault by either party, said
goods were completely destroyed by fire after the
execution of the contract but before delivery to X
and while the goods were a t the seller’s risk, what
rights has X against Y?
No. 9 (10 points):
(a) How, in general, can a corporation be voluntarily
dissolved?
(b) Give a t least one example showing how a corpora
tion can be involuntarily dissolved.
No. 10 (10 points):
In what type or kind of business is a del credere agent
commonly found?
Give a brief example or statement of facts illustrating
such an agency.
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No. 11 (10 points):
(a) If a corporation desires to restrict the transfer of its
stock by its stockholders, how if at all can it ef
fectively impose a restriction?
(b) W hat financial risk, if any, does a person incur if he
accepts office as a director of a corporation but
completely fails to perform any of the duties of his
office?
(c) In the absence of statutory or charter authorization,
can a corporation become a partner in a partner
ship?
No. 12 (10 points):
A corporation’s balance-sheet shows “ Patents and trade
marks” as a fixed asset and you as auditor ascertain th at
this item represents among other things the cost of obtain
ing one patent at the beginning of the current fiscal year.
(a) W hat percentage of amortization with respect to
this patent would you insist upon for the current
year, and for what reasons?
Your analysis of this account shows that it contains,
also, the cost of a trade-mark which has been duly regis
tered in the United States Patent Office, and which is being
currently used by the corporation.
(b) Upon what factors would you base a recommenda
tion concerning amortization with respect to this
trade-mark?

A ccounting Theory and Practice—Part II
MAY 16, 1941, 1:30 P.M. to 7:30 P.M.
Solve all problems.
No. 1 (20 points):
Prepare an estimate of the fair market value of the stock
of the Hall Instrument Company. Submit full explanations
and computations.
The Hall Instrument Company was organized January
1 , 1936, to manufacture precision instruments and has been
successful from the outset. The company has developed
a number of minor patents which do not appear on the
books as assets. However, there are no basic patents and no
important secret processes. The record to date appears to
be due largely to good production management, lack of
severe domestic competition, success in importing skilled
labor, and effective selling effort. In 1940 competition was
becoming more active and profits were somewhat curtailed
as a result. J. B. Hall (president and general manager) died
late in 1940, and his efforts will be seriously missed, with
respect to selling as well as production. Notwithstanding
these adverse factors the prospects of the enterprise for the
next three or four years appear to be good. If control is
purchased by the Bowen-Cross Co. it is expected th at an
aggressive and capable management will be in charge. On
December 3 1 , 1940, unfilled orders are a t the highest point
in over two years.
The Bowen-Cross Co. is considering the purchase as of
December 3 1 , 1940, of 4,000 shares of the common stock of
151
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the Hall Instrument Company held by the estate of J. B.
Hall.
The following balance-sheet, summary of income and
expenses, together with special other data relating to the
operations and accounting of the Hall Instrument Com
pany were compiled by a public accountant acting for the
prospective buyer:
(1) Condensed balance-sheet a t December 31, 1940—
Dr.
Cr.
C ash.............................. $ 30,000 Accounts payable___ $ 25,000
25,000 Accrued liabilities. . . .
15,000
Receivables (net)........
45,000
Insurance on J. B. Hall
50,000 Mortgage payable (6%)
40,000 Capital stock (5000
Inventories...................
50,000
30,000
L and...............................
shares)......................
Buildings and equip
Surplus......................... 100,000
60,000
ment (net)................
$235,000

$235,000

(2) Income and earned surplus data—

Year
Sales
1 9 3 6 .... $ 60,000
1 9 3 7 ....
90,000
1 9 3 8 ....
100,000
1 9 3 9 .... 118,000
1 9 4 0 .... 105,000

Expenses
Interest
and Taxes
$55,000
65,000
70,000
80,000
75,000

N et
Accumulated
Profit
Dividends
Surplus
$ 5,000
$ 1,500* $ 3,500
25,000
1,500*
27,000
30,000
25,000
32,000
38,000
25,000
45,000
80,000 ** 25,000
100,000 **

* Preferred dividends.
** Includes surplus from life insurance receivable.

(3) At the date of organization the company issued 250
shares of 6 per cent preferred stock, par $100 each.
This stock was redeemed December 31, 1938, a t
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the redemption price of $105 per share; the
premium was charged to general expense.
(4) The company is the beneficiary of an insurance pol
icy on the life of J. B. Hall in the amount of
$50,000. I t is expected that the full amount will be
collected early in 1941, and the present plan is to
use a part of the proceeds to pay off the balance of
the mortgage. The original amount borrowed (on
January 1 , 1936) was $60,000, and 5 per cent of the
principal of this mortgage has been paid each
year.
(5) Organization costs, commissions, etc., totaling $7,600
were written off a t the end of 1938. These costs
were all bona fide charges incurred in launching
the company.
(6) Accrued depreciation on books totals $15,000; to
be wholly adequate, the reserve should be in
creased by $10,000. The facilities are of modern
type and there is no marked divergence between
original cost and replacement cost.
(7) Mr. Hall’s annual salary was only $5,000; a more
reasonable figure for the type of service rendered
is $12,000 per year.
(8) The amount of the allowance for bad debts is satis
factory and the inventories are properly priced.
(9) The fair market value of the company’s land, de
termined by competent realtors, exceeds the cost
(and book value) by at least $20,000.
In addition the following determinations and estimates
are made with respect to the position and prospects of the
Hall Instrument Company:
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(10) The gross volume of business for the next three or
four years is expected to average around $110,000.
(11) Land and building facilities are adequate but to
maintain its position the company should spend
around $25,000 in the near future for new equip
ment. The investment in new equipment, if made,
will increase depreciation charges about $5,000
annually.
(12) Aside from points noted above, the company’s
operating expenses are expected to average $5,000
per year in excess of their average of the past three
years.
(13) Federal income and excess-profits taxes are expected
to average $7,500 per year in excess of the level of
these taxes of the past three years.
(14) If Bowen-Cross Co. acquires control it is expected
to raise the money for the additional equipment
required through the issue of capital stock. Work
ing capital requirements for the future are assumed
to be taken care of by existing resources, including
the balance of cash from life insurance proceeds.
The amount of current liabilities on December
31, 1940, is a fair estimate of average liabilities
for the future.
(15) I t is unsafe to assume that the rate of profits to be
earned after the next four years (1941-1944) will
exceed an ordinary rate of return on business
investments of this general character. The direc
tors of the Bowen-Cross Co. feel th at the com
mitment should not be made unless a net return
of a t least 6 per cent on the investment, with ade-

ACCOUNTING THEORY AND PRACTICE

155

quate protection for principal, seems to be reason
ably assured.
No. 2 (16 points):
From the following verified data prepare in appropriate
form a statement of funds received and utilized during 1940
for inclusion in the annual report to the shareholders of the
State Stove Company. Submit work sheets and complete
computations and analyses to support the statement.
Comparative B alance-sheet
December 31
1939

1940

Current and working
assets:
Cash..........................$ 390,000 $ 280,000
Marketable securities
527,000
220,000
Accounts and notes
receivable............. $1,110,000 $1,137,000
Less—Reserve for
bad debts.............
33,000
45,000
Inventory.................
Prepayments............

$1,077,000 $1,092,000
1,185,000 1,452,000
55,000
60,000
$3,234,000 $3,104,000

Current liabilities:
Accounts p ay ab le... $ 234,000 $ 306,000
Preferred dividends
payable (Jan. 15)
45,000
40,500
Accrued liabilities..
101,000
112,000

Changes
Dr.

Cr.
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Provision for income
taxes......................$ 150,000 $ 225,000
$ 530,000 $ 683,500
Working c a p ita l.. $2,704,000 $2,420,500

$283,500

Investments:
• Capital stock—State
Credit Co..............$ 100,000 $ 150,000
Advances—State
Credit Co.
55,500
$ 100,000 $ 205,500 $ 105,500
Five year mortgage
notes.....................

300,000

300,000

$ 100,000 $ 505,500 $ 405,500
Fixed assets:
L and......................... $ 556,000 $ 373,000
Building and equip
m ent......................$2,935,000 $2,650,000
Less—Reserve for de
preciation............. $1,260,000 $1,105,000

$ 183,000

$ 285,000
$ 155,000

$1,675,000 $1,545,000

$ 130,000

$2,231,000 $1,918,000
Organization and de
velopment charges..
304,000
280,000
Goodwill....................... 3,212,000

$ 313,000
24,000
3,212,000

N et book w o rth .. $8,551,000 $5,124,000 $ 405,500 $3,832,500
N et book worth repre
sented by:
Six per cent preferred
stock......................$3,000,000 $2,700,000 $ 300,000
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Common stock.........$3,750,000 $1,013,000 $2,737,000
Earned surplus........

$6,750,000 $3,713,000 $3,037,000
1,801,000 1,411,000
390,000
$8,551,000 $5,124,000 $3,427,000
$3,832,500 $3,832,500

I ncome Statement—1940
N et sales.............................. .................................................. $6,365,000
Less—Operating charges....................................................... 5,300,000
N et operating revenue........................................... $1,065,000
Add—Interest and dividend income....................................
33,000
Profit on sale of p lan t................................................
31,000
Deduct—Loss on sale of securities......................................

$1,129,000
86,000

Net income........................................................ $1,043,000
Deduct—Provision for federal income taxes....................
225,000
N et to stockholders................................................ $ 818,000

Other D ata
On January 1 , 1940, the company sold its Norwalk prop
erties for $519,000, receiving $219,000 cash and $300,000
five-year mortgage notes. The cost of the property was
$585,000 with accrued depreciation to date of sale of
$280,000.
During the first half of 1940 a new plant was built
on the company’s land a t a cost of $300,000 for buildings
and equipment. I t went into service on July 1st. There
were no other additions or retirements in 1940.
Depreciation was provided a t the rate of 5 per cent per
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annum on buildings and equipment in use, amounting to
$125,000.
On February 29th, 3,000 shares preferred stock were
retired a t $110 per share plus accrued dividends of $3,000.
Preferred dividends were declared for each quarter and
amounted to $162,000.
. On July 1 , 1940, a 10 per cent stock dividend was paid to
the common shareholders, and 1,000 common shares were
issued for cash a t par. Cash dividends of $8.00 per share
were paid on June 30th and December 31st in the total
amount of $638,000.
On December 31, 1940, the common stock was changed
from $100 par to no-par value shares, with a stated value of
$1,013,000, and against the capital surplus so created there
was charged goodwill of $3,212,000.
The solution to this problem will be graded with special
regard to form.
No. 3 (14 points):
Prepare a comprehensive work sheet showing in columnar
form the partnership’s assets and liabilities after all trans
actions have been completed. Assume that all transactions
are carried through as of January 1, 1941.
On December 3 1 , 1940, the general ledger balances of the
Sioux City Printing Company stand as follows:
Cr.
• Dr.
500 Accounts p ay ab le ... . $ 11,000
Cash............................... $
10,000 Notes payable...........
20,000
Sioux City B ank..........
15,500 Mortgage p ay ab le...
25,000
Accounts receivable...
30,000 Preferred stock......... .
25,000
Supplies........................
20,000 Common stock.......... .
50,000
L and.............................
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Buildings—Cost.......... $ 40,000 Surplus......................... $ 25,000
Equipment—C o s t.. . .
60,000 Buildings—Reserve for
Goodwill.......................
10,000
depreciation.............
5,000
E quipm ent—Reserve
for depreciation.. . .
25,000
$186,000

$186,000

The common stock of the company (1,000 shares, stated
and paid-in value per share $50) is owned by A. B. Pack and
C. D. Pack (500 shares each). The preferred stock (250
shares, par $100) is owned as follows: E. F. Pack, 100
shares; R. A. Phillips, 100 shares; S. T. Pickens, 25 shares;
R. Greenberg, 25 shares. This stock is a $6.00 cumulative
issue, and dividends have been declared and paid in full.
The mortgage carries a rate of 5 per cent and is held by
E. F. Pack. Interest has been paid in full to date. The com
pany notes represent a seasonal borrowing a t Sioux City
Bank, made December 31, 1939.
Influenced particularly by the high level of corporate
taxes the directors of the company have for some time been
giving consideration to the possibility of dissolving the
corporation and continuing in business as a partnership.
As of January 1 , 1941, this plan is carried into effect and a
partnership is formed under the same name as th at of the
present company by A. B. Pack, C. D. Pack, and E. F.
Pack, equal partners.
The reorganization will proceed as follows:
(1) Bad debts are written off in the amount of $4,000
and in addition $1,000 is provided as a reserve
against doubtful accounts.
(2) The land is taken over a t the estimated fair market
value of $22,000.
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(3) The corporation borrows $4,000 in cash from each
member of the firm for 30 days, giving the com
pany’s note in each case a t 6 per cent.
(4) The corporation redeems the preferred stock hold
ings of Phillips, Pickens, and Greenberg a t the call
price of $110 per share.
(5) A. B. Pack and C .D . Pack assign their stock holdings
to the firm; E. F. Pack transfers his holding of
preferred stock and the mortgage on corporate
real estate to the firm. The firm places a value of
$11,000 on the preferred shares and $72,000 on the
common shares.
(6) The firm buys all the assets and business of the
corporation a t the adjusted book values.
(7) The firm pays by assuming all corporate obligations
as shown by the company’s books and by delivering
the outstanding stock certificates, the mortgage,
and the partners’ notes.
(8) The partners’ notes are canceled, their amounts
being treated as contributed firm Capital.
(9) The corporation is dissolved.

Examinations of November, 1941
A uditing
NOVEMBER 13, 1941, 9 A.M. TO 12:30 P.M.
The candidate must answer all questions.
No. 1 (4 points):
A company newly formed for the purpose has acquired
under foreclosure sale a tract of land which has already
been improved and subdivided into building lots.
Outline a method for determining the gain or loss on each
lot sold.
No. 2 (8 points):
A manufacturing concern, finding a certain machine
inadequate to meet increasing demands, replaces it with a
machine of greater productive capacity, receiving a trade-in
allowance of one-half the cost of the old machine against
the purchase price of the new machine. Although used only
two years, the replaced machine had an estimated useful
life of ten years when installed, and no estimated salvage
value.
(a) How would you treat the transaction in the prepa
ration of the client’s federal income tax return?
(b) Would you recommend that the transaction be simi
larly treated in the accounts? Discuss.
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No. 3 (12 points):
A client shows you the balance-sheet of a corporation in
which he is considering the acquisition of a substantial in
terest. He informs you th at the board of directors, with
the approval of the stockholders, have offered to sell a
block of authorized but unissued common stock. The pro
ceeds are to be used to retire the remaining outstanding
preferred stock, which is callable a t a premium, and to
provide additional working capital.
On the liability side of the balance-sheet, just above the
net-worth section, there is a “ Reserve for retirement of
preferred stock.” Referring to this item, your client points
out that this reserve is substantially greater than the par
value of the preferred stock outstanding, even allowing
for the premium payable upon redemption, and th at
preferred dividends have been currently paid.
Explain the following:
(a) The purpose of the reserve and the probable manner
of its creation; and
(b) W hat effect the reserve and the contemplated re
tirement of the preferred stock should have in
your client’s considerations.
No. 4 (8 points):
The field of operations of a coal mining company in
cludes a leased tract contiguous to its fee holdings. Under
the terms of the lease, which covers only mineral rights
and has a number of years to run, the company pays a
royalty of so much per ton of coal extracted, with a guar
anteed annual minimum. The lease further provides
th at when the royalty payable on a tonnage basis is less
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than the minimum, such deficiency may be recovered as a
credit in the next succeeding year only; but only in the
event and to the extent that the royalty payable in such
succeeding year, as computed on the tonnage basis, exceeds
the minimum payable for that year. The contract year
coincides with the company’s fiscal year. During the
twelve months under review the guaranteed minimum
was substantially greater than the royalty computed on
the basis of the tonnage mined.
State how you would treat the deficiency in the financial
statements (a) for the current year; and (b) for the suc
ceeding year, if the deficiency were recovered as a credit.
No. 5 (12 points):
Having recently completed an examination of the ac
counts of a large and active law firm for the preceding
calendar year, you are advised on March 1st th at one of
the partners died the previous day. The surviving partners
plan to continue the partnership without interruption.
They request you to undertake immediately the determi
nation of the deceased partner’s equity as of the date of
his death, and render a report thereon for submission to
the executors of his estate. I t is desired th at the work be
completed as soon as possible so that a cash settlement may
be offered the estate by April 30th. Assets of the firm in
clude stocks and bonds taken in payment of services,
which were set up a t their market value on the day re
ceived. The firm’s accounts are kept on the cash-receiptsand-disbursements basis.
(a) Prepare an outline of the procedure you would fol
low in the determination of the deceased partner’s
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equity. Normal audit procedure necessary to
bring your recent examination up to the date of
death may be omitted.
(b) On the books of the successor partnership, what
would be the disposition of the debit account
representing the purchased equity?
No. 6 (4 points):
W hat is meant by the term “ cash cut-off” as used in
connection with the verification of cash a t a date subse
quent to the date of the balance-sheet? In what circum
stances will it generally be included in the verification of
cash accounts?
No. 7 (12 points):
A company manufacturing precision parts has long
operated on the basis of one eight-hour shift per day, with
a very small labor turnover. Due to numerous orders arising
out of the national defense program, it has been forced to
increase its operations to three shifts, and has a t times
continuously operated seven days a week. An acceleration
of the normal provision for depreciation, which is com
puted on the straight-line basis, is contemplated.
Do you believe an increase in the provision for depre
ciation is justified? State and briefly discuss each of the
factors which enter into your decision.
No. 8 (8 points):
A retailer, selling radios on a 24-monthly-p ayment plan,
employs the instalment-collection method of accounting.
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State how and by what bookkeeping procedure the profit
to be taken up in the current year’s income statement
should be determined.
No. 9 (8 points):
Briefly explain one method of indexing audit working
papers and give three reasons for preserving them after
your report has been rendered to the client.
No. 10 (12 points):
In the examination of a company which manufactures
a line of infants’ wear, you find that for the convenience of
the credit and collection department customers’ accounts
are divided into three groups. The first principally consists
of many thousands of small infants’ wear shops, practically
all of which have small balances; the second represents
department stores, many of which have large balances;
and the third group is composed of variety chain stores,
which accounts are kept separately for each store of each
chain.
Outline a procedure for the verification of the accounts
receivable.
No. 11 (8 points):
W hat are the advantages and disadvantages of a written
audit program in the case of a recurring examination?
Discuss.
No. 12 (4 points):
State how provision for federal income taxes should be
shown on interim statements of profit and loss.

A ccounting Theory and Practice—Part I
NOVEMBER 13, 1941, 1:30 P.M. to 7:30 P.M.
Solve all problems.
No. 1 (12 points):
A depreciation schedule for auto trucks of the Way
Mfg. Co. was requested by an income-tax revenue agent
soon after December 31, 1940, showing the additions,
retirements, depreciation, and other data affecting the
taxable income of the company in the four-year period
1937 to 1940, inclusive. The following data were ascer
tained:
Balance of auto trucks account Jan. 1, 1937:
Truck No. 1 purchased Jan. 1 , 1934, cost.........................
Truck No. 2 purchased July 1, 1934, cost..........................
Truck No. 3 purchased Jan. 1, 1936, cost..........................
Truck No. 4 purchased July 1, 1936, cost.........................

$2,000
1,800
1,200
1,000

Balance Jan. 1 , 1937..............................................................

$6,000

The auto trucks depreciation reserve account previ
ously adjusted by a revenue agent to January 1 , 1937, and
duly entered in the ledger, had a balance on th at date of
$2,440, being depreciation on the four trucks from the
respective dates of purchase, based on a five-year life.
No charges had been made against the reserve prior to
January 1, 1937.
Transactions between January 1, 1937, and December
31, 1940, and their record in the ledger were as follows:
July 1, 1937. Truck No. 1 was sold for $600 cash; entry
debited cash and credited auto trucks, $600.
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January 1 , 1938. Truck No. 3 was traded for a larger one
(No. 5), the agreed purchase price of which was
$1,600. The Way Mfg. Co. paid the automobile dealer
$780 cash on the transaction. The entry was a debit
to auto trucks and a credit to cash, $780.
July 1, 1939. Truck No. 4 was damaged in a wreck to
such an extent th at it was sold as junk for $50 cash.
Way Mfg. Co. received $300 from the insurance com
pany. The entry made by the bookkeeper was a debit
to cash, $350 and credits to miscellaneous income $50
and auto trucks $300.
July 1 , 1939. A new truck (No. 6) was acquired for $1,200
cash and was charged a t that amount to the auto
trucks account.
Entries for depreciation had been made a t the close of
each year as follows: 1937, $1,200; 1938, $1,076; 1939,
$1,076; 1940, $1,246.
(a) For each of the four years calculate separately the
increase or decrease in net profits arising from the
company’s errors in determining or entering depre
ciation or in recording transactions affecting
trucks, ignoring any effect that income-tax regu
lations concerning gain or loss on trade-ins may
have on the profits.
(b) Prove your work by one compound journal entry
as of December 31, 1940, the adjustment of the
auto trucks account to reflect the correct balances
as revealed by the income-tax schedule, assuming
the books have not been closed for 1940.
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No. 2 (4 points):
The City Bus Company operates on a revenue basis of
10 cents for a single ride and 8 cents a ride when coupon
tickets are bought in advance in “ books” of ten.
(a) Prepare journal entries for the following transac
tions and adjustments:
(1) Sale of 310 “ books” for cash
(2) Aggregate drivers’ reports received accompanied by
corresponding cash and tickets, viz.:
Cash $100 (all from cash fares)
Coupon tickets 3,000 in number
(3) Any adjustment you think desirable for the purpose
of stating the revenue from transactions in (1)
and (2), and showing the “ liability” on tickets
still outstanding.
(b) Comment briefly on the system used by the bus
company in accounting for passenger revenue,
as you visualized it in making the entries.
No. 3 (16 points):
Prepare a schedule showing sales, costs, and operating
net income for each line of goods distributed by the Argo
Grocery Company. Furnish supporting schedules indi
cating clearly how the items of expense have been appor
tioned. Show results only to the nearest dollar.
The Argo Grocery Company manufactures and dis
tributes in a limited area two lines of grocery products.
One line is distributed to hotels and restaurants, the other
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to retail grocers. Selling organizations for the two lines are
separately set up and operated, and there is considerable
rivalry between them. There is also a good deal of argu
ment about which line nets the greater income to the
company. Total dollar volumes of the two lines are
roughly equal, but on account of competitive conditions
the margins in the restaurant line are relatively narrow
while wider margins are enjoyed by the retail line. From
this fact the sales manager for the retail line argues that
his line contributes more to the company’s net income.
The restaurant sales manager, however, insists th at the
distribution costs per dollar of sales for his line are suffi
ciently lower to make up for the difference in margin.
In an attem pt to settle the argument the following facts
about the company’s 1940 business have been ascertained:
Both lines are stored in a single warehouse, and packing
and shipping activities are carried on by the same crew.
The restaurant line consists of ten items and is sold in
shipping containers supplied by the factory and included
as p art of factory cost. The retail line consists of fifty
items. The goods must be assembled and packed in contain
ers after orders are received. Time studies indicate th at it
takes about four times as long to prepare $100 worth (at
selling price) of retail goods for shipment as in the case of
restaurant goods. Restaurant goods are delivered a t the
warehouse dock to customers’ trucks or to common
carriers; in the latter case the customers pay the freight.
The company’s own delivery equipment is used entirely
for the retail line.
Advertising is directed entirely a t the ultimate con
sumer, with the aim of persuading him to demand the
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company’s products a t stores and in public eating places.
I t consists of newspaper advertising and of display m at
ter and leaflets supplied to dealers. About 10 per cent as
much newspaper space is devoted to the restaurant line as
to the retail line. The company’s advertising staff con
sists of one man, who spends two thirds of his time on
newspaper advertising and the balance on display and
leaflet material.
Schedule 1 lists the operating expenses of the company
other than those concerned with manufacturing. Schedule
2 lists im portant operating data ascertained in the course
of your investigation. The apportionment of office and
clerical time is the result of time studies and estimates. I t is
the opinion of the management that office supplies and
equipment expense roughly parallels the office and clerical
salaries. The management rejects as inadmissible the in
clusion of interest on investment. Approximately one half
of the time of credit and collection employees is spent in
routine checking orders for credit approval. The balance
is spent on credit follow-ups and attem pts to collect
specific accounts. Experience indicates that the average re
tail account is about five times as likely to require such
collection effort as the average restaurant account. His
torical records show that about
of one per cent of retail
sales are never collected, while only 1/10 of one per cent
of restaurant sales prove to be uncollectible.
Ninety per cent of the job of keeping warehouse stock
records is concerned with shipments and 10 per cent with
receipts from the factory. All items of the restaurant line
are received a t the warehouse every day, but items in the
retail line are received on the average only every other day.
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1

EXPENSE DATA

Sales force salaries and expense:
Restaurant line..........................................................
Retail line..............................................................................
Warehouse depreciation, insurance, etc.................................
Packing and shipping wages...................................................
Shipping containers..................................................................
Other shipping supplies (proportionate to number of sales
invoices).............................................................................
Delivery wages, supplies, and expense..................................
Newspaper advertising............................................................
Display material and dealers’ helps.......................................
Advertising salary....................................................................
Office and clerical salaries (see schedule 2 )...........................
Office supplies and equipment expense..................................
Executive salaries and expense (apportion on basis of sales).
Bad debts allowance................................................................
T otal...........................................................................
Schedule

$15,000
35,000
4,000
10,000
800
600
3,000
11,000
2,500
1,650
5,000
1,600
8,000
1,590
$99,740

2

OPERATING DATA

Sales......................................................................
Factory cost of sales...........................................
Warehouse space occupied by $100 worth, at
cost...................................................................
Average inventory, a t cost................................
Number of sales invoices...................................
Average number of items per invoice..............
Number of customers.........................................
Average customers’ accounts outstanding.. . .
Analysis of office and clerical time:

Restaurant Retail
$240,000 $270,000
$200,000 $180,000
30 cu. ft. 60 cu. ft.
$ 20,000 $ 40,000
1,000
9,000
4
12
28
224
$ 20,000 $ 40,000

%
Keeping warehouse stock records.................
Preparing order and sales invoice forms.. . .
Posting sales invoices.....................................

5
25
15
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Receiving cash and posting cash receipts.. .
Preparing customers’ statem ents.................
Credit and collection activities.....................
General accounting and clerical (apportion
on basis of sales).........................................

5
5
10
35
100

No. 4 (12 points):
From the following trial balance of Young & Co., Inc.,
before closing of its second year on June 3 0 , 1940, and from
the additional data given, prepare a columnar work sheet
showing in separate columns the adjustments applied to
the trial balance and the resulting adjusted balances, the
latter segregated into balance-sheet and profit-and-loss
account columns:
TRIAL BALANCE

Dr.
C ash................................................................. $ 52,475
Accounts receivable........................................
320,000
Reserve for bad debts....................................
$
Materials and goods in process—June 30,
1939........................... .................................
65,000
Finished goods—June 30, 1939......................
158,000
Insurance unexpired—June 30, 1939 ............
3,000
L and.................................................................
200,000
Buildings.................................................
300,000
Reserve for depreciation of buildings..........
Machinery and equipment............................
148,500
Reserve for depreciation of machinery and
equipment................................................
Reserve for replacements...............................
Sinking fund trustee............................................
25,000
Discount on bonds...............................................
25,000
Treasury stock......................................................
35,000
Accounts payable...................................
Bond interest accrued......................................................

Cr.

650

6,000
11,250
15,000

40,000
3,125
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Taxes accrued..................................................
First mortgage 5% sinking fund bonds.........
Capital stock...................................................
Premium on capital stock..............................
Stock donation................................................
Reserve for bond sinking fund......................
Surplus—June 30, 1939 ..................................
- Sales, less returns and allowances................
Purchases of materials...................................
Labor................................................................
Operating expenses, repairs, etc....................
General expenses............... .............................
Bond interest...................................................

$

9,000
226,250
500,000
50,000
60,000
25,000
60,000
915,000

$ 305,000
132,800
121,500
17,500
12,500
$1,921,275 $1,921,275

ADDITIONAL DATA

1. The $500,000 share capital had been issued a t a 10
per cent premium to the vendors of the property on June
30, 1938, the date on which the company was organized.
Stock in the amount of $60,000 par was donated by the
vendors and was recorded by a debit of th at amount to
“ Treasury stock” and a credit to “ Stock donation.” It
was donated because land and buildings had not been
valued accurately when entered on the books and the
proceeds were to be considered as an allowance on the
purchase price of land and buildings in proportion to their
values as first recorded. The stock was sold in the latter
part of 1938 for $25,000 which amount was credited to
‘ Treasury stock.”
2. On June 3 0 , 1940, a machine, which cost $6,000 when
the business was started, was removed and replaced by a
similar machine costing $10,000, which amount was
charged to “ operating expenses, repairs, etc.” The re
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placed machine had been depreciated at 7¼ per cent
during the first year. The only entry made was one cred
iting “ machinery and equipment” with its sales price of
$1,500.
3. Depreciation of buildings is to be provided a t 2 per
cent annually and of machinery and equipment a t 7½
per cent.
4. The inventories a t June 30, 1940, were
M aterials...................................................... $ 52,000
Goods in process, cost................................
105,000
Finished goods, cost....................................
137,000
5. The company decided to maintain a reserve for bad
debts equal to one per cent of the accounts receivable
outstanding on June 30th. Accordingly $3,000 had been set
aside a t June 3 0 , 1939, against which the bad debts of the
year ended June 30, 1940, had been written off.
6. Three years insurance is carried on buildings, ma
chinery, and equipment and a premium of $4,500 had
been paid on July 1, 1938.
7. The first mortgage 5 per cent sinking-fund bonds
mature in 10 years from July 1, 1938, with interest pay
able on April 1st and October 1st. They were sold on July
1, 1938, a t 90 and the discount is to be written off over the
life of the bonds on the straight-line basis.
8. A sinking fund and sinking-fund reserve are built up
on the straight-line basis with a provision that instalments
after the first shall be decreased by the amount of the an
nual 5 per cent interest accretion to the fund, which in
terest is to be added both to the fund and to the reserve.
9. I t is learned from the records that the proper in
stalment to the sinking fund was paid by the company
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on June 30, 1940, but that the amount was charged in
error to the first mortgage 5 per cent bond account.
10. The sinking-fund trustee reports that he added
$1,250 interest to the fund on June 30, 1940. This had not
been recorded by the company.
11. During the year ended June 30, 1940, taxes were
charged a t $3,000 monthly to “ Operating expenses, re
pairs, etc.” and “ Taxes accrued” were credited. The
taxes paid during the year amounted to $27,000. The
taxes are assessed each time for the year ended March 31st.
12. A dividend of 10 per cent on the outstanding stock
was declared June 25th, payable July 15, 1940.
No. 5 (6 points):
A client of yours asks about several different methods
for valuing inventories of merchandise that have come to
his attention recently. He names them as follows and asks
you to tell him what they mean and to describe the es
sential characteristics of each:
Retail
Base stock
Last-in, first-out
Cost or market
Write a brief reply to the inquiry in summary (rather
than letter) form. Please observe this does not ask for a
discussion of the relative merits of the methods.

Com m ercial Law
NOVEMBER 14, 1941, 9 A.M. TO 12:30 P.M .
Reasons must be stated for each answer; no credit will be
given for an answer unsupported by a statement of reasons.
Whenever practicable give the answer first and then state
reasons. Answers will be graded according to the applicant’s
evident knowledge of the legal principles involved in the ques
tion rather than on his conclusions.
Group I
Answer all questions in this group.
No. 1 (10 points):
(a) Define and illustrate the word consideration as used
in the law with respect to contracts.
(b) When the consideration for an act is a promise to
pay for performance of it, need such performance
be of benefit to the promisor?
No. 2 (10 points):
In August, 1941, X and Y duly made a legally valid
written contract whereby X agreed to audit the books and
accounts of Y for the calendar year 1942 for a fee fixed by
this contract. At the time of the making of this contract
and as a part of the negotiations leading up to it, X and Y
orally agreed th at said contract was to be effective only in
the event th at Y procured certain additional capital from
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COMMERCIAL LAW

177

Z prior to January 1 , 1942. If Y is unable to procure such
capital, is the written contract legally binding?
No. 3 (10 points):
Where, under an agency contract, the agent is legally
permitted but not expressly authorized to appoint a sub
agent, how does such an appointment affect the agent’s
legal responsibility to his principal?
No. 4 (10 points):
(a) W hat is meant by the law merchant?
(b) In what circumstances is a negotiable instrument
payable to bearer?
(c) X and Y signed a legally valid promissory note
wherein they promised to pay $200 a t a specified
bank to the order of Z on September 1, 1941. Y
signed this note for the accommodation of X,
which fact was known to Z, and X promised Y
th at X personally would pay the note. The note
was not paid a t maturity. Can Z hold Y without
formal presentation and notice of dishonor?
(d) If the drawee of a negotiable bill of exchange refuses
to write his acceptance on the face of the bill,
what are the holder’s rights?
No. 5 (10 points):
X purchases from the Y Corporation 50 shares of its
preferred stock, paying its par value. As a bonus, the Y
Corporation issues to X 5 shares of its $100 par common
stock, the certificate for which carries the printed nota
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tion: “ Full paid, non-assessable.” In what circumstances,
if any, can X be compelled legally to pay for this common
stock?
Group II
Answer any five questions in this group. No credit will be
given for additional answers, and i f more are submitted only
the first five in the order written by the applicant will be
considered.
No. 6 (10 points):
(a) The partnership of A and B has no assets except
real property. Is A’s proprietary interest in the
firm, as a partner, real or personal property?
(b) On M ay 2, 1941, the three partners in the firm of
A, B, & C signed a dissolution agreement whereby
the firm’s affairs were to be liquidated as of the
following June 30th. On M ay 15th, B without
the knowledge or consent of A or C procured for
himself a five-year lease of the premises occupied
by the firm to run from the following July 1st,
and on July 1st B sold this lease a t a profit. Have
A and C a legal right to share in B’s profit?
No. 7 (10 points):
(a) When a negotiable promissory note falls due on a
Friday which is a legal holiday, when does it be
come payable?
(b) When a negotiable promissory note is payable on
demand, can the holder legally present it for
payment on a Friday which is a legal holiday? If
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not, what is the earliest time thereafter when it
can be so presented?
(c) When a negotiable instrument is payable 90 days
after date, after sight, or after the happening of a
specified event, how, exactly, is the date of pay
ment determined?
(d) W hat circumstances make defective the title of a
person who negotiates a negotiable instrument?
No. 8 (10 points):
At a time when X owed Y $100, Z sought to borrow $100
from X. X lent $100 to Z upon Z’s oral promise to X to
pay to Y in one month the $100 which X owed to Y.
When Z failed to pay, Y sued Z but Z claimed that the
statute of frauds prevented recovery by Y.
(a) Upon what provision in this statute did Z rely and
was it a valid defense for him?
(b) Do the facts stated suggest any other defense
which might be available to Z?
No. 9 (10 points):
In the law with respect to sales of goods, define and illus
trate each of the following terms:
(a)
(b)
(c)
(d)
(e)

Fungible goods;
Future goods;
Divisible contract to sell, or divisible sale;
In good faith;
Specific goods.
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No. 10 (10 points):
A corporation has realized an operating profit and has
a balance in its surplus account but because of additions
to fixed capital assets it has no cash beyond its require
ments for working capital.
(a) Can this corporation legally declare a dividend (not
a liquidating one)?
(b) On the assumption that such a dividend can legally
be declared, how can payment of it be arranged?
No. 11 (10 points):
(a) W hat is the function or purpose of the amount of
insurance stated in a fire-insurance policy (other
than a valued policy)?
(b) For what reason is an insurer against loss by fire
generally given the option to restore or rebuild
destroyed property?
(c) In case of dispute as to the meaning of a clause in
a fire-insurance policy, in whose favor is doubt
generally resolved, and why?
(d) If an accident or health policy does not define total
disability, can an insured successfully claim total
disability if he is able to earn a living in some
occupation which is not his usual and regular one?
No. 12 (10 points):
Smith, Brown & Co., a partnership, is about to become
indebted to Curtis & Co., another partnership, and the
latter procures a surety for the payment of this obligation.
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One Jessup is a member of both firms. If Curtis & Co. does
not reveal this fact to the surety a t the time when it
procures the surety, is the surety for that reason released
from liability?

A ccounting Theory and Practice—Part II
NOVEMBER 14, 1941, 1:30 P.M . TO 7:30 P.M.
Solve all problems.
No. 1 (4 points):

Y Company issued its 6 per cent 30-year mortgage bonds
in the principal amount of $10,000,000 on January 1,
1926, a t a discount of $200,000 which it proceeded to
amortize by charges to profit and loss over the life of the
issue on a straight-line basis. The indenture securing the
issue provided that the bonds could be called for redemp
tion in total but not in part a t any time prior to m aturity
a t 105 per cent of the principal amount but it did not pro
vide for any sinking fund.
On January 1, 1941, the company issued its 3 per cent
25-year mortgage bonds in the principal amount of
$10,000,000 a t par and the proceeds were used to retire
the 6 per cent 30-year mortgage bonds on that date. The
indenture securing the new issue did not provide for any
sinking fund or for retirement before maturity.
Show in a tabulation the effect upon profit and loss for
each of the years 1941-1946 of employing accepted alter
native methods of accounting for the unamortized dis
count and redemption premium on the refunded issue and
indicate briefly arguments for and against the employ
ment of each method.
No. 2 (10 points):
From the following information, prepare a statement for
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the year 1940 showing operating budget appropriations,
expenditures, and other commitments against the appro
priations, as well as unencumbered balances, for the
Town of Erskine:
The following appropriations were included in the
operating budget adopted:
Administrative expenses:
Salaries.................................................................................
Telephone............................................................................
Stationery and supplies......................................................
Assessment and collection of taxes:
Salaries....................................................................
Telephone....................................
Stationery and supplies......................................................
Police department:
Salaries.................................................................................
Supplies................................................................................
Radio maintenance.............................................................
Operation expense and maintenance of squad cars.........
Telephone............................................................................
Fire department:
Salaries...........................
Supplies................................................................................
Operation expense and maintenance of equipment........
Telephone............................................................................
Street repairs and maintenance:
Salaries and wages..............................................................
Sand, gravel, stone, etc....................................................
Interest on bonds...................................................................
Payment of bonds..................................................................

$ 3,600
600
1,800
5,000
100
800
25,000
1,500
550
3,500
200
15,000
500
1,200
100
5,550
7,400
21,000
45,000
$138,400

No provision was made in this budget for purchase of
new equipment or for capital improvements.
Cash disbursements for all divisions of the accounts
were recorded in the same cash disbursement book. A
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summary of the amounts so recorded for the year fol
lows:
Name and description
Telephone Co.—
Telephone service:
Collector’s office................................................ $
Police D epartm ent...........................................
Fire D epartm ent...............................................
Treasurer’s office..........................................

Total
payments

84
167
85
540 $

Payrolls:
Salaries of policemen............................................ $24,500
“
“ firemen.................................................
14,800
Salary of tre a s u re r...........................................
2,500
“
“ assistant to treasurer....................... .
1,100
“
“ tax collector........................................
3,000
“
“ assessor................................................
2,000
“
“ superintendent of streets..................
2,000
Wages of street employees...................................
3,450

876

53,350

A. B. C. Stationery Co.:
Tax duplicates, tax cash books, etc.................... $
Treasurer’s books, ledger sheets, e tc .................

300
450

750

W & B Garage Co.:
Repairs to police cars........................................... $
Tires for
“
“ ......................... ...............
Repairs to fire trucks...........................................

550
300
450

1,300

Gulf Oil Corporation:
22,000 gallons of gasoline delivered to disbursing
pump a t Police Department a t 10¢ per gallon
(All gasoline purchased is charged to Police
Department. Periodic adjustments are
made for gasoline used by other depart
ments. During the year the Fire D epart
ment used 6,000 gallons.)

2,200
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Penrod Printing Company:
Purchase orders, vouchers, checks, etc..............
Tax bills.................................................................

$ 600
..... 425 $

Colonial Outfitters:
Police uniforms and sundry supplies................. $
Firemen’s uniforms and sundry supplies...........
Barrett Company:
30,000 gallons of tarvia a t 10¢ per gallon.............
(Of the above, 20,000 gallons were used in
the repair of existing roads and the balance
was used in the construction of new streets.)
State Trust Co.:
For interest on coupon bonds.............................
Consolidated Stone and Sand Co.:
600 tons crushed stone a t $10 per to n ..................
(Of the above, 500 tons were used in the
repair of existing roads and the balance
was used in the construction of new streets.)
American Fabric & Rubber Co.:
Repairs to fire line hose.......................................
Johnson Radio Company:
Incidental repairs to police radio system..........
State T rust Company:
For payment of bonds.........................................
Johnson’s Food Store:
Food for prisoners................................................
DeCozen M otor Co.:
3 Buick coupés for Police D epartm ent..............
R C A Mfg. Co.:
3 short wave receivers and transmitters, includ
ing installation, per contract............................

900
300 $

1,025

1,200
3,000

21,000
6,000

150
450
45,000
300
3,750
1,250
$141,601

The following commitments and accrued expenses remained un
paid a t December 31, 1940:
Name and description
Total
payments
Payroll:
Wages accrued—Street Departm ent..................
$
95
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Penrod Printing Company:
Stationery and vouchers for Treasurer’s office...
(Not received until Jan. 1 5 , 1941.)
Johnson Radio Company:
Repairs to police radio.........................................
Telephone Company:
Telephone bill for December
Treasurer’s office............................................... $
Collector’s “ ...............................................
Police D epartm ent...........................................
Fire D epartm ent................................................

$

250
85

50
14
23
12
____ $

99
529

No. 3 (16 points)
From the following trial balance and additional data
prepare a columnar work sheet showing adjustments,
assets and liabilities as a t June 30, 1941, income and ex
penses for the year ended on that date, of Lynch & Co., Inc.
T rial B alance—J une 3 0 , 1941
Dr.
Cash in bank........................................................... $ 875
Accounts receivable................................................
4,075
Merchandise............................................................
Furniture and equipm ent.....................................
775
Accounts payable....................................................
Clarence Lynch—capital account.........................
“
“ —salary account..........................
John J. Voigt — “
“
.......... ..............
Commissions accrued.............................................
Lynch & Co............................................................. ..............
$ 5,725

Cr.

$

135

525
1,200
525
575
265
2,500
$ 5,725

ADDITIONAL DATA

1. Organization, etc.
A short time prior to July 1 , 1940, Clarence Lynch com
menced business as a commission merchant dealing in
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woolens under the name of Lynch & Co. On th at date the
latter proprietorship was transferred to Lynch & Co., Inc.,
a corporation then organized with an authorized capital of
$200 consisting of 100 no par shares, each of $2 stated
value, th at were issued for the goodwill of the proprietor
ship. On the same date the corporation acquired the
assets and assumed the liabilities of Lynch & Co.
The books of the proprietorship were used for the cor
poration but the result of the former’s operations to July
1, 1941, had been determined and was charged by the
corporation to the account Lynch & Co.
The above trial balance of the corporation was examined
and the various accounts were analyzed. The balances in
several accounts called for adjustment and their analyses
are given here below with comments as follows:
2. Merchandise Cr. $135
In addition to its commission business the corporation
occasionally purchases and sells merchandise. The transac
tions recorded in the account were summarized as follows:
Merchandise purchased..................................
“
sold............................................
Profit transferred to Lynch & Co.................
Balance, June 30, 1941...................................

Dr.
$17,870

Cr.
$18,750

745
135
$18,750 $18,750

The merchandise on hand at June 30, 1941, was valued at $185.
3. Furniture and equipment D r. $775.

Dr.
Acquired June 30,1940..................................
Additional purchases to June 30, 1941___

$

485
415

Cr.
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Depreciation credited Dec. 31, 1940..........
Balance, June 30, 1941...............................
$

$

125
775

900 $

900

Depreciation of 10 per cent a year is considered adequate, calcu
lated on the opening balance plus one half of the year’s additions.
4. Accounts payable Cr. $525
Unrecorded liabilities at June 30, 1941, were:
Telephone and telegraph........................
Stationery......................................... .
Entertaining...........................................

$

45
35
10

5. Clarence Lynch—capital account Cr. $1,200
This represents the balance at July 1 , 1940.
6. Clarence Lynch—Salary account Cr. $525
Dr.
Salary credits............................................
Cash withdrawals.......................................
Balance.....................................................

Cr.
$ 5,200

$ 4,675
525
$ 5,200

$ 5,200

The company’s minutes authorize a salary of $5,700 per annum.
7.

John J. Voigt—Salary account Cr. $575
Dr.
Salary credits..............................................
Cash withdrawals........................................
Balance.......................................................

Cr.
$ 2,500

$ 1,925
575
$ 2,500

$ 2,500

The company’s minutes authorize a salary of $4,500 per annum.
■ 8. Commissions due
All commissions due June 30, 1941, had been credited.
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Lynch & Co. Cr. $2,500
The analysis of this account results in the
following summary:
Dr.
Balance June 30, 1940—Loss of proprie
torship to d a te .......................................
Commissions earned..................................
Profit on merchandise sold........................
Salaries—officers........................................
Other salaries.............................................
Commissions..............................................
Office expenses...........................................
Depreciation of furniture...........................
Franchise ta x .............................................
Incorporation expenses............................
Balance.......................................................

$

Cr.

120
$18,975
745
7,700
1,500
2,675
4,930
125
50
120
2,500

$19,720

$19,720

10. Taxes
All taxes were paid except federal income and defense taxes. The
income tax is payable a t the rate of 13½ per cent of the net income.
The declared value excess-profits tax should be ignored.

No. 4 (4 points):
List five items entering into the cost of a manufactured
product, the treatment of which in an “ actual” cost sys
tem might differ in a “ standard” method of determining
costs and briefly describe how the amounts by which the
actual costs vary from standard are treated.
No. 5 (8 points):
Elmer and Ford are real estate speculators. They
formed a syndicate (including themselves) for the purpose
of buying 7,000 acres of land on which they held an option.
They stated that this land would cost them (Elmer and
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Ford) $30 per acre, one-third down in cash and the bal
ance on mortgage, and that they believed the land could
soon be sold a t an advanced price. In view of the prospect
of a quick sale, they would charge no commission or any
profit to the syndicate for services in regard to the pur
chase, but a t the time of a sale, they would charge 5 per
cent of the selling price. Assume that profits are other
wise shared by all participants in proportion to their
acreage.
They interested A, B, and C:
A to the extent of $ 9,000, and allotted him 900 undivided acres
B to the extent of 34,000, and allotted him 3,400 undivided acres
C to the extent of 9,000, and allotted him 900 undivided acres
$52,000

5,200 undivided acres

Elmer and Ford furnished the balance needed and they
allotted themselves the remaining 1,800 undivided acres
for $18,000. The total of $70,000 constituted the one-third
down, the balance being covered by the mortgage.
A deed to the land was obtained, Elmer and Ford
looking after all matters, such as receiving the money,
making payments, etc. After one year they found a pur
chaser for the land a t $35 per acre; he agreed to assume
the mortgage and pay the balance of $105,000 in cash.
The offer was accepted and the money paid to Elmer
and Ford.
Thereupon Elmer and Ford proposed a distribution,
based on the agreement that 5 per cent commission should
be deducted on the selling price and retained by them, as
follows:
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A 9/70. ......................................
B 34/70. ......................................
C 9/70. ......................................

Proceeds
Less
of sale
commission
$ 13,500
$1,575
51,000
5,950
13,500
1,575

191
Amount
to each
$ 11,925
45,050
11,925

$9,100
Themselves
18/70......................................
70/70

27,000 plus commission 36,100
$105,000

$105,000

In the meantime the members A, B, and C found out
th at this land cost Elmer and Ford only $28.50 per acre
and th at they paid down only $59,500 instead of $70,000,
giving a mortgage for the balance of $140,000 as stated.
A, B, and C confronted Elmer and Ford with the facts
and they finally admitted them to be true. After much
argumentation Elmer and Ford agreed to make the m at
ter right by allowing each of the investors in final settle
ment $1.50 per acre, the difference between $28.50, the
actual price paid, and the stated cost of $30, with 6 per
cent interest on this allowance for one year.
A t this point you are engaged by A, B, and C, as they
would like to know what is coming to them under their
agreement.
W hat amount should each party receive? D raft neces
sary schedules or accounts to illustrate your answer.
No. 6 (8 points):
Prepare a reconciliation of the surplus of the M erritt
Company a t December 31, 1938, and of the profits in
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1939 and 1940, as shown by the books, with the adjusted
figures as shown by the audited statement.
No dividends have been paid in recent years and the
books show a surplus a t December 31, 1940, of $421,000
made up as follows:
Balance a t December 31, 1938.............................................
Profit 1939...............................................................................
“ 1940...............................................................................

$189,000
92,000
140,000
$421,000

The following m atters call for consideration a t the close of the re
spective years:
December 3 1 , 1938
Bad debts amount to $12,000, to be written off Accounts Receivable.
Consigned goods (own) are included in the inventory a t $120,000
and are priced a t 20 per cent in excess of co st.
The following liabilities are omitted from the books:
New construction...........................................................
$ 25,000
Material included in inventory.....................................
3,000
Wages...............................................................................
2,400
Accrued taxes..................................................................
1,700
December 31, 1939
Bad debts amount to $9,000, to be written off Accounts Receivable.
Consigned goods (own) amount to $180,000 which is 20 per cent
in excess of cost.
Liabilities omitted from the books:
Goods on hand (also omitted from inventory).............
$8,000
Accrued taxes..................................................................
2,100
Plant additions, amounting to $9,000, have been erroneously
charged to profit and loss.
The inventory is found to be overstated by $14,300 because of an
error in recapitulation.
No provision for depreciation was made on the books, and your
calculations show th at $5,000 should be provided.
December 31, 1940
Bad debts amount to $11,000, to be written off Accounts Receivable.
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Consigned goods (own) amount to $156,000 being valued at 30 per
cent in excess of cost.
Liabilities omitted from the books:
For purchase of new machinery......................... ..........
$12,000
Accrued wages................................................................
3,200
Accrued taxes........................ ........................................
2,700
No provision was made in the books for depreciation; you com
pute same a t $7,000.
The profits for the year include a credit of $8,000 in respect of the
settlement of a lawsuit arising from transactions of the year 1937.
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Bad, periodical provision for, how shown in statem ents..............................
Claim o f settlement in full, paid by check in less am o u n t.........................
Consideration of promise to pay claim barred under statute of limitations
Of partnership, liability of surety for............ ......................... ............ . ..........
Oral agreement to pay another’s debt, what is defense against c la im .. .
Reduction of interest on, rights of guarantor at m aturity..........................
DEDU C TIO N S
From taxable income, disallowed on auto equipment...................................
D E FACTO CORPORATION
(See "Corporations")

17
20
179
84
149
85
115
19
55
115
118
176
73
150
53
82
52
180
19
17
35
158
32
150
53
117
149
189
35
71
133
168
99
88
129
147
140

116
69
54
146
180
179
54
4
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DEFAULT
page
Loss on contracts for sale of refrigerators, prepare entries and summaries 111
DEFICIEN C Y ACCOUNT
In receivership, prepare from data..................................................................... 109
D E L C R ED E R E AGENT
(See “ Agency” ; “ A gent”)
D E PA R TM EN T STORE
Inventory problem by retail m ethod................................................................. 23
DEPLETION
Excessive reserve for, payment of dividends from ........................................ 67
Of coal properties, amortization of cost of leasehold.................................... 67
Of oil properties, under leasehold agreement.................................................. 25
Of sulphur deposits, prepare entries and balance-sheet showing adjust
ments ..................................................................................................................... 42
DEPRECIATION
Discuss charges to depreciation reserve, in various cases............................ 67
Excessive reserve for, payment of dividends from ........................................ 67
Increase in, owing to increased operation of manufacturer............. .......... 164
Of building, rate when on leased land.............................................................. 133
Of buildings and equipment, in consolidation................................................ 57
Of motor trucks, errors in, as affecting net profits........................................ 166
Of plant and equipment not included in operating cost, discuss.............. 134
Of sulphur mining company, prepare entries and balance-sheet............... 42
On appreciation, in shipping company accounts............................................ 142
Reserve, how verified and shown on interim and final balance-sheet___ 136
DIRECTORS
Fees, how verified by a u d ito r.. .
132
Financial risk for non performance of duties.................................................. 150
D ISBURSEM ENTS
Audit of, discuss adequacy o f .............................................................................. 34
DISCOUNT
Bond, disallowed in depreciating cost o f building......................................... 135
Bond, unamortized, alternative methods of accounting for........................ 182
To distributors, as accrued liabilities of oil company, discuss methods of
checking................................................................................................................ 38
DISSOLUTION
Of corporation and reorganization into partnership, assets and liabilities
upon completion................ ................................................................................. 158
Of partnership, purchase and sale of lease by partner................................. 178
Voluntary and involuntary, of corporations, explain and give exam ple.. 149
DISTR IBU TIO N
Sales, costs and operating net income for grocery manufacturer, prepare
schedules.............................................................................................................. 168
D IV ID E N D S
By corporation, define and describe how payable......................................... 52
In excess of surplus, paid by subsidiary to parent, discuss......................... 146
On treasury stock, not to be shown as income...............................................
2
Out of excessive depreciation or depletion reserve........................................ 67
Out of surplus, legality of and procedure for.................................................. 180
Received by investment trust, treatment o f ................................................... 22
D IVISIBLE CONTRACT TO SELL OR D IVISIBLE SALE
With respect to sale of goods, define term and give illustration................. 179
DRAFTS
On goods shipped, unpaid by bank.................................................................... 32
E A RN ED SURPLUS
(See “ Surplus”)
ELECTRIC LIGHT A N D POWER COMPANY
Prepare entries, special accounts and balance-sheet, from data................ 124
EMBEZZLEMENT
Claim under fidelity bond, investigation for insurance company.............. 103
EMPLOYEES’ ACCOMMODATION ACCOUNT
Should investigation be made, discuss reasons............................................... 100
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ENCUM BRANCE
page
Define and show how recorded in municipal accounts................................. 102
Upon assets, measures taken when undisclosed.............................................
2
ENCUM BRANCE METHOD
Define term as used by municipalities, name advantages........................... 102
ENDO RSEM ENT
(See "Indorsement”)
ENDO W M ENT FU N D S
In college accounts kept on commercial basis................................................ 95
Of college, balance-sheet treatment................................................................... 107
EQUITY
As distinguished from common law, define..................................................... 55
ERRORS
Discovered by auditor in balance-sheet examination, how treated........... 33
ESTATES
(See “ Executors and trustees”)
EXCHANGE CHECK ACCOUNT
Should investigation be made, discuss reasons............................................... 100
EXECUTORS A N D TRUSTEES
Amounts payable to beneficiaries, prepare statem ent..................................
6
Intermediary accounting by trustee, prepare statements from data......... 126
Stock rights received by trustee, law regarding............................................. 20
Transactions by trustee, discuss......................................................................... 133
Trustee’s accounting for division o f estate, prepare work sheet and state
ments ............................................................................................. ....................... 92
EX PRESS W ARRANTY
Define, with respect to sale and give illustrations......................................... 147
EXTEN SION S OF A U D IT PROCEDURE
Verification of inventory in accordance w ith .................................................. 134
FACTORIES
Inventory verification o f supplies in ................................................................. 101
FACTORY ACCOUNTING
(See “ Cost accounting”)
FED ER AL INCOM E TAXES
(See “ Income taxes” ; "Taxation”)
FIBER COMPANY
Inventory valuation and adjustment and classification of costs............... 71
FID E LIT Y BOND
(See “ Bonds”)
FIR E INSURANCE
(See “ Insurance”)
FIR E LOSS
On building sold where unexpired insurance is included in sale price,
rights of buyer to collect.................................................................................. 147
To dissolved corporation, refusal of insurance company to pa y ................ 117
FIRST-IN, FIRST-OUT
(See “ Inventory”)
FORECLOSURE
Sale of real estate subdivision, gain or loss on lots acquired...................... 161
FOREIGN CORPORATION
(See “ Corporations”)
FOREIGN EXCHANGE
Payment of draft at lower rate o f exchange, treatment on books of im
porter ...................................................................................................................
66
Rates and exchange differences in audit of foreign branches or companies 34
FORGERY
Of check, what claim against bank for paym ent........................................... 86
FRAUD
(See also "Statute o f frauds”)
In contracts, describe and give remedy for innocent party........................ 56
In manufacture of lawn mowers, show estimated loss................................. 88
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FUNDS
page
Received and utilized, prepare statement of and give work sheet and com
putations............................................................................................................... 155
FU N G IBLE GOODS
With respect to sale o f goods, define and give illustration........................ 179
FU T U R E GOODS
Define term and give illustration........................................................................ 179
GIFTS
Discuss and give examples of various kinds.................................................... 116
GOODS SH IPPE D
Balance-sheet treatment, where drafts are not paid..................................... 32
GOODWILL
Of partnership, computation upon withdrawal of partner.......................... 73
Of subsidiary made into division of parent company................................... 119
GOVERNMENTAL AUTHORITY
Recreation park accounts, prepare work sheet from data...........................
9
GROCERY COMPANY
Sales, costs and operating net income, prepare schedules............ ............... 168
GUARANTOR
Rights of, upon maturity of mortgage, where interest was reduced........... 54
HOLDING COMPANY A N D SUBSIDIARIES
Consolidated work sheet and statements showing treatment of s to c k .. . 120
Consolidation of accounts of subsidiaries, discuss examination of accounts 101
Consolidation of accounts of subsidiaries, how shown on work s h e e t.. . . 105
Dividend in excess of surplus paid by subsidiary to parent, discuss......... 146
Subsidiary made a division of parent company, prepare statement of
funds....................................................................................................................... 119
HOSIERY M ANUFACTURER
Pro-forma statements of profits, for credit purposes.................................... 63
HOUSE FUR N ISH IN G S
Balance-sheet and profit-and-loss account o f instalment house................. 13
IM PORTING COMPANY
Payment of draft at lower rate o f exchange, treatment on books............ 66
IN GOOD FAITH
With respect to sale of goods, define term and give illustration............... 179
INCOM E
From dividends on treasury stock......................................................................
2
INCOM E TA XES
(See also “ Taxation")
Deductions disallowed on auto equipment.......................................................
4
Items disallowed in depreciating cost of building.......................................... 135
On interim statements o f profit-and-loss, how shown.................................. 165
Reserve for, how verified and shown on interim and final balance-sheet.. 136
Trade-in allowances, treatment fo r................................................................... 161
INCORPORATION
Certificate not filed, liability o f officers of corporation................................ 17
Of sole proprietorship, explain disadvantages................................................. 115
IN D E B T E D N E SS
(See " D eb ts”)
INDO R SEM EN T
Accommodation, on promissory note, liability of indorser..........................177
Claim of indorser, against maker of note, for expenses.............................. 83
Liability of bankrupt corporation’s president as indorser of note............. 53
IN FA N T
Define legal meaning of term, discuss contracts w ith ................................... 118
INSTALM ENTS
Sale of refrigerators by, prepare accounts and statem ents..........................111
Selling o f radios by instalment—collection method, bookkeeping treat
ment of profit...................................................................................................... 164
Treatment on balance-sheet and profit-and-loss account............................ 13
INSTITUTIONS
(See also "Schools, colleges, etc.”)
Real estate mortgages held by, how checked and examined...................... 133
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IN STR U M EN T COM PANY
.
page
Valuation of capital stock of, prepare estimate, with explanations.......... 151
INSURABLE INTER EST
(See “ Interest")
INSURANCE
Accident or health, disability claim against, what constitutes................... 180
Fire loss, for corporation dissolved because of tax delinquency................ 117
Fire policies, explain various statements in ..................................................... 180
Unexpired, included in sale price, rights of buyer to collect for fire loss. 147
INTERCOM PANY
(See “ Consolidations”)
INTEREST
Application o f payment to interest or principal............................................. 17
Calculation of, in estate accounting........................................ ......................... 92
During construction, disallowed in depreciating cost of building............. 135
Insurable, with respect to life and fire insurance, define............................. 147
Legal rate of, in contract for purchase of automobile................................... 19
Reduction of, rights of guarantor of mortgage, upon m aturity................. 54
IN TER IM
Balance-sheet, treatment o f reserves o n ........................................................... 136
Statement of profit-and-loss, treatment of income taxes o n ....................... 165
Statement o f surplus, prepare for quarter....................................................... 76
IN TER N A L A U D IT
Give description of m eaning................................................................................ 100
IN TER N A L CONTROL
Give description of meaning................................................................................ 100
IN T ER N A L REVEN U E CODE
Questions regarding................................................................................................ 84
INTEROFFICES
(See “ Branches”)
INVENTORY
Average cost method, describe and discuss..................................................... 105
Base-stock method, define.................................................................................... 175
Base-stock method, describe and discuss......................................................... 105
Cost or market method, d efin e................ .......................................................... 175
First-in, first-out method, describe and discuss.............................................. 105
Last-in, first-out method, define......................................................................... 175
Last-in, first-out method, describe and discuss.............................................. 105
Of copper mining company, bases for valuation o f ....................................... 73
Of merchandise, internal control of, discuss.................................................... 133
Of mineral fiber company, valuation of adjustment..................................... 71
68
Physical test of, recommended by American Institute of Accountants. . .
Physical tests in verification, for specific types o f......................................... 101
Retail method, define............................................................................................ 175
Retail method, describe and discuss.................................................................. 105
Retail method, in glove department problem................................................. 23
1
Valuation under various basic methods............................................................
Verification of, in varying circumstances, according to extended audit
134
procedure..............................................................................................................
INVESTIGATION
Of claim against insurance company under fidelity bond............................ 103
INV ESTM EN T TRUSTS
Record of dividends received............................................................................... 22
INVESTM ENTS A N D SECURITIES
Marketable securities portfolio, how inspected in first aud it..................... 103
INVOICES
Bills rendered on concern’s own form of, advantages and disadvantages. . 132
Duplicate payment on, discuss remedy for.....................................................
4
JOBBERS
Inventory verification of dry goods................................................................... 101
LABOR COSTS
Charged to cost of new machinery, discuss and give alternative treat-
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LABOR COSTS—Continued
page
m ent....................................................................................................................... 99
Increased labor turnover as factor in increase in depreciation....................164
LANDLORD A N D TEN A N T
Vacating o f property by bankrupt tenant, landlord’s rights...................... 84
LAST-IN, FIRST OUT
(See “ Inventory”)
LAW FIRM
Deceased partner’s equity in, examination to determine............................ 163
LAW M ERCHANT
Define term ............................................................................................................... 177
LAWN MOWER COMPANY
Fraud and theft by employees involving cost differences, compute
estimated lo ss...................................................................................................... 88
LEASE
Purchase and sale of, in partnership dissolution............................................ 178
LEASEHOLD
Coal properties, amortization of cost o f ........................................................... 67
Oil properties, production and development problems................................. 25
LEASES
Landlord’s rights, regarding bankrupt tenan t................................................ 84
Liability of corporation officers for.................................................................... 17
Meaning of term in retail store accounting, and balance-sheet treat
m ent....................................................................................................................... 102
Relation to depreciation rate on buildings erected under............................ 133
LIABILITIES
Current, examination of, outline steps taken.................................................. 69
LIBEL
As distinguished from slander, define......................................................... ..
55
LICENSE
For use of patent, valuation o f ........................................................................... 87
LIQUOR COMPANY
Bankruptcy of, prepare balance-sheets and report for receivers............... 59
LOANS
To corporation president, treatment by auditor in final accounts and
balance-sheet........................................................................................................ 35
LOSSES
(See also "Profit and loss”)
From theft by employees, estimate from data................................................ 88
M ACHINERY
Costs, wages of dismissed employees charged to, discuss and give alter
native treatm ent................................................................................................. 99
Trade-in allowance on purchase of, how treated for income tax and ac
counts............................................................
161
Valuation of, in condemnation proceedings..................................................... 54
Valuation of, on balance-sheet for credit purposes........................................ 37
M ANUFACTURING COSTS
Allocation to products and by-products, with regard to processing......... 35
M ARK-DOW N A N D M ARK-UP
Glove department inventory problem............................................................... 23
M ARKETABLE SECURITIES
(See “ Investments and securities”)
M ETAL COMPANY
Rates of production cost and burden, calculate and prepare sum m ary.. 129
M IN IN G COMPANY
Bases for valuation of inventory of copper m ine.......................................... 73
Depreciation, depletion and obsolescence of sulphur company, prepare
entries and balance-sheet.................................................................................. 42
Deficiency in regard to royalty on coal mined on tonnage basis, treat
ment for different years.................................................................................... 162
Mineral fiber mining, inventory valuation and adjustment and classi
fication of costs.................................................................................................... 71
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M IN IN G COMPANY— Continued
PAGE
Zinc mining, prepare operating statement ....................................................... 140
M INORITY INTERESTS
Prepare work sheet showing................................................ ................................ 137
Statement of, prepare from data...................................................................... .. 90
MORTGAGE
Holdings of Institutions, how checked and examined.......................... ..
133
On personal property, give legal name and relation to pledge................... 118
Payment by purchaser, where sale of equity was not recorded.. . ......... 85
Purchase money, define and give example....................................................... 20
Rights of guarantor upon maturity, where interest was reduced.............. 54
MORTGAGE BONDS
(See " Bonds”)
MOTOR BUS COMPANY
Accounting system for passenger revenue........................................................ 168
MOTOR TRUCKS
Accounts for, errors affecting net profits, calculate and make adjust
ments ................................................................................. ................................... 166
4
Income tax deductions on expenditures for.....................................................
M U NICIPAL ACCOUNTS
Adjustments to, when kept by "encumbrance method” ............................. 102
Audit of, procedure with respect to cash receipts and expenditures......... 136
Board of education, prepare work sheet from data....................................... 78
182
Budget appropriations and balances, prepare statem ent.................... ..
Examination of, outline statements accompanying report o f ..................... 145
Prepare balance-sheets and statements for municipality............................. 44
MUSICAL INSTR U M EN TS, ETC.
Inventory verification of merchandise... ......................................................... 101
NATURAL BUSINESS YEAR
Define term and give advantages....................................................................... 66
NEGOTIABLE INSTR U M E N TS
(See also “ N otes”)
Bill of exchange, rights of holder, in nonacceptance o f ................................ 177
178
D ate o f payment, how determined................................................................
Negotiability of, determine, under certain conditions.................................. 115
Negotiation of, defective title of person in ...................................................... 178
Payment on legal holiday..................................................................................... 178
When payable to bearer........................................................................................ 177
N O N R EV E N U E F U N D S
Define and describe................................................................................................ 102
NOTES
Promissory, accommodation indorser, liability o f .......................................... 177
Promissory, claim of indorser against maker, for expenses......................... 83
Promissory, how shown on balance-sheet where payments were made on
2
principal................................................................................................................
Promissory, liability of bankrupt corporation’s president, as indorser.. . 53
18
Promissory, recovery on, where question as to place of paym ent..............
Receivable, continued renewal of, how treated on balance-sheet for
credit purposes..................................................................................................... 37
OBSOLESCENCE
Of machinery, plant and equipment of sulphur com pany........................... 42
Of machinery, treatment for income tax and in accounts........................... 161
OFFICERS
Liability for lease and contract........................................................................... 17
Loans to, how treated in final accounts and balance-sheet......................... 35
Salaries, commissions and traveling expenses, how verified by a u d ito r.. 132
OIL COMPANY
Discounts to distributors as accrued liabilities of, discuss checking......... 38
Production and development problems under leasehold.............................. 25
ORGANIZATION E X PEN SES
Disallowed in depreciating cost of building..................................................... 135
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OXYGEN COMPANY
page
Calculate operating data and costs and prepare statements of sa m e .. . . 47
PA RENT COMPANY
(See "Holding company and subsidiaries”)
PA RTNER
Accounts of, showing balances, profits and distributions............................ 56
Admission of, as affecting status of firm.......................................................... 83
Amount due withdrawing partner...................................................................... 73
Liability of new or incoming, for debts............................................................ 84
Proportion of loss to each, upon dissolution.................................................... 52
Proprietary interest of, real or personal property.......................................... 178
PA R TN ER SH IP
Accounting, upon withdrawal of partner.......................................................... 73
Accounts, showing balances, profits and cash distributions........................ 56
Corporation as a partner...................................................................................... 150
Debt, liability of surety for paym ent................................................................ 180
Define and explain legal characteristics............................................................ 19
Dissolution, proportion of partner’s loss.......................................................... 52
Equity of deceased partner of law firm, examination to determine......... 163
Formation of, upon corporate dissolution, assets and liabilities after
completion............................................................................................................. 158
Purchase and sale of lease in dissolution o f ..................................................... 178
Special types of, name and describe.................................................................. 83
Status of firm upon admission of partner......................................................... 83
PATENTS
Amortization of cost of interest in ......................................................................
7
Amortization of cost of obtaining....................................................................... 150
Transfer to affiliated company, discuss problem and outline entries. . . . 87
PAYM ENT
(See also " D eb ts”)
Application of, to principal or interest.............................................................
17
Place of, questioned on promissory note.......................................................... 18
PERIOD
Define term "natural business year” and give advantages........................ 66
PETTY CASH
(See "C ash”)
PHYSICAL TESTS
(See “ Inventory ")
PLEDGE
Relation to mortgage, on personal property, describe difference............... 118
PRECISION PARTS COMPANY
Increased operations as reason for increase in depreciation, discuss.......... 164
PR E FE R R E D STOCK
(See “ Capital stock ”)
PREM IUM
On bonds refunded, unamortized, alternative methods of accounting f o r .. 182
PRINCIPAL
Application of payment to principal or interest............................................. 17
PRIVATELY OW NED PROPERTY
For public use, how obtained by government and what are tenant’s
damages................................................................................................................. 54
PROCESSING OF MATERIALS
Affecting allocation of manufacturing cost to products and by-products.. 35
PRODUCTION COSTS
(See " C osts”)
PRODUCTS A N D BY-PRODUCTS
Cost of manufacture, allocation to, with regard to processing................... 35
PROFESSIONAL ETHICS
Payment in capital stock, of auditor’s fee........................................................ 67
PROFIT A N D LOSS
(See also “ Losses” ; "Profits” ; “ Statem ents”)
Account, on work sheet, showing adjusted balances.................................... 172
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PROFIT A N D LOSS—Continued
page
For consolidation, prepare work sheet showing.............................................. 137
Gross, of oil company under leasehold agreement......................................... 25
On sale and operation of real estate.................................................................. 28
Prepare account for instalment house, from data.......................................... 13
PROFITS
Consolidated, prepare statement, from data................................................... 90
Reconciliation of, with adjusted figures, prepare from data....................... 191
PRO-FORMA STA TEM ENTS
(See “ Statem ents”)
PROMISSORY NOTES
(See "N otes")
PROMOTION EX PE N SE S
Disallowed in depreciating cost of building..................................................... 135
PROPERTY
Real or personal, as proprietary interest of partner...................................... 178
PUBLIC UTILITIES
Electric light and power company, prepare entries, special accounts and
balance-sheet, from data................................................................................... 124
PURCHASE INVOICES
Payment on, discuss control.................................................................................
4
PURCHASE MONEY MORTGAGE
Define and give example....................................................................................... 20
RADIOS
Sold by instalment — collection method, treatment of p rofit................... 164
REAL ESTATE
Abstract of title to, in first audit of corporation............................................ 118
Accounts for partnership, prepare from data.......................................................28
Gain or loss on lots acquired under foreclosure.............................................. 161
Syndicate, distribution of proceeds to investors............................................. 189
Test of rental income in audit of real estate company................................. 36
RECEIVABLES
(See also “ Accounts receivable” ; “ Notes receivable”)
Auditing of, what additional procedure at end of year................................ 99
Circularization of, recommended by American Institute of Accountants. 68
R ECEIVERSHIP
Statement of affairs and deficiency account, prepare from data................ 109
RECONCILIATIONS
Of surplus and profits, with adjusted figures.................................................. 191
RECREATION PARK
Prepare work sheet showing asset, liability and budgetary accou n ts.. . .
9
REFRIGERATOR COMPANY
Sales on instalment contracts, prepare entries and summaries...................111
R ENT
In arrears, right of sole proprietor to remove property................................ 21
Test of rental income in audit of real estate company................................. 36
REORGANIZATION
Of corporation into partnership, show assets and liabilities upon com
pletion.................................................................................................................... 158
REPOSSESSIONS
Of refrigerators sold on instalment plan, prepare entries and summaries. 111
RESERVES
For depreciation, discuss charges to, in various cases.................................. 67
For depreciation or depletion, payment of dividends from......................... 67
How verified and shown on interim and final balance-sheet....................... 136
Retirement of preferred stock.............................................................................. 162
RETAIL CLOTHING TR ADE
Inventory verification of merchandise.......................... .................................... 101
RETAIL M ETHOD
(See" Inventory”)
R ETIR EM E N T OF STOCK
(See “ Capital stock”)
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R E TIR EM E N TS
page
Controlled by "authorizations,” outline audit procedure for...................
70
ROYALTIES
On coal mined under lease, deficiency in amount, treatment for different
years........................................................................................................................ 162

salaries

Corporation officers, how verified by auditor.................................................. 322
SALE OF GOODS
Contract for, rights of parties when goods are destroyed by fire.............. 149
Define and illustrate terms................................................................................... 179
SALES
Distribution for grocery manufacturer, prepare schedule............................ 168
Express warranty, with respect to ...................................................................... 147
SALES CONTRACT
Difference between contract for work, labor and services........................... 20
SALESM EN’S E X PE N SE S
Accounting procedure, discuss adequacy..........................................................
3
SC H EDULES
(See “ Working papers”)
SCHOOL SYSTEM
(See " Board of education ”)
SCHOOLS, COLLEGES. ETC.
Accounts kept on commercial basis, change to educational institution
form......................................................................................................................... 95
Balance-sheet in institutional form, prepare from data................................ 107
SH IPP IN G COMPANY
Accounts o f, and treatment of “ depreciation on appreciation,” d iscu ss.. 142
SIN K IN G F U N D S
Bond, reserve for, how shown on interim and final balance-sheet............ 136
Show particulars on balance-sheet in accordance with charter provi
sions......................................................................................................................... 76
SL A N D ER
As distinguished from libel, define...................................................................... 55
SM ELTERS
Inventory verification of scrap and ore.............................................................. 101
SOLE PROPRIETOR
Incorporation of, explain disadvantages............................................................ 115
Right to remove property where rent is in arrears........................... ............ 21
SOLE STOCKHOLDER
(See “ Stockholders”)
SOLICITOR
Validity of ten-year provision in contract........................................................ 55
SPECIFIC GOODS
With respect to sale of goods, define term and give illustration................ 179
STA N D A R D COSTS
In production of lawn mowers............................................................................. 88
STATEM EN TS
Application of funds, prepare from data.......................................................... 40
Financial, showing particulars of capital stock and surplus....................... 76
Funds received and utilized, prepare from data giving work sheet and
computations........................................................................................................ 155
Income and expense, for educational institution............................................ 95
Interim, of profit-and-loss, treatment of income taxes o n ........................... 165
Minority interest, capital surplus, and consolidated profit, prepare from
d a ta ......................................................................................................................... 90
Profit-and-loss, in real estate partnership......................................................... 28
Profit-and-loss, where depreciation not included in operating cost,
discuss..................................................................................................................... 134
Proforma, for bank loan to hosiery manufacturer, indicate accountant’s
responsibility..............................................................................
63
Receipts and disbursements, in real estate partnership.....................................28
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STATEM ENTS—Continued
page
Sources and application of funds, of subsidiary made division of parent
company................................................................................................................ 119
STATUTE OF FRAUDS
Misrepresentation of fact, validity of claim under........................................ 83
Oral agreement to pay debt of another, validity of defense under..........179
Place of, in state law s............................................................................................ 83
Promise made to banker, subject to law o f ..................................................... 20
STATUTE OF LIM ITATIONS
Consideration for promise to pay, on barred claim ....................................... 146
STOCK
(See “ Capital stock")
STOCK RIGHTS
Law regarding rights issued to testamentary trustee.................................... 20
STOCKHOLDER
Promise to pay accountant's fee, state law involved.................................... 114
Sole, liability of, against separate entity of corporation.............................. 53
STOVE COMPANY
Funds received and utilized, prepare statement, with work sheet and
computations........................................................................................................ 155
SUBSIDIARIES
(See "Holding company and subsidiaries”)
SULPHUR COMPANY
Depreciation, depletion and obsolescence problem, prepare entries and
balance-sheet from data.................................................................................... 42
SURETY
Liability of, for partnership deb t........................................................................ 180
SURPLUS
Capital, deficit written off from, show on balance-sheet.............................. 69
Capital, prepare statement from data............................................................... 90
Earned, account of public utility company, prepare from d ata.................124
Earned, at consolidation, prepare work sheet showing................................ 137
Earned, difference in valuation write-off to be charged t o .......................... 32
Prepare statement for year and for quarter.................................................... 76
Profits from sinking-fund reserve included in, how treated on balancesheet for credit purposes................................................................................... 37
Reconciliation of, with adjusted figures, prepare from data....................... 191
SYNDICATES
Distribution of proceeds to investors in real estate speculation................ 189
T A X-D ELIN Q U EN T CORPORATION
(See “ Corporations”)
TAXATION
(See also “ Income taxes”)
Internal revenue code, questions regarding..................................................... 84
TAXES D U R IN G CONSTRUCTION
Disallowed in depreciating cost of building..................................................... 135
TESTING
Of footings and postings as part o f examination............................................
1
THEORY
(See "Accounting theory and practice”)
TICKETS
Accounting system for bus company, comment on and make entries
for........................................................................................................................... 168
TR AD E-IN ALLOWANCE
On motor truck, in relation to income ta x .......................................................
4
On motor trucks, errors in accounting as affecting net profits................... 166
On old machine, treatment in accounts and income tax return................. 161
TRADE-M ARKS
Amortization of cost o f.......................................................................................... 150
TRAVELING EX PE N SE S
Of corporation officer, how verified by auditor............................................... 132
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TREASURY STOCK
pace
(See “ Capital stock ”)
TR IA L BALANCE
Adjustments to, prepare work sheet showing.................................................. 172
TRUSTEES
(See “ Executors and trustees”)
ULTRA V IR E S CONTRACT
(See “ Contracts”)
UNENFORCEABLE
Define term as relating to law of contracts...................................................... 115
U N IV E R SITIE S
(See “ Schools, colleges, etc.”)
USU R Y
Validity of contract, in regard to legal rate of interest................................ 19
VALUATION
(See also “ Inventory")
Adjustments to property values by write-off, in annual report................. 32
Capital stock and patents, discuss problem and outline entries................ 87
Capital stock of manufacturing company, prepare estimate with explana
tions........................................................................................................................ 151
Inventory, under various basic methods..........................................................
1
Of machinery for credit purposes, balance-sheet treatment........................ 37
Of machinery in condemnation proceedings.................................................... 54
VOID
Define term as relating to law of contracts............ ........................................ 115
VOIDABLE
Define term as relating to law of contracts..................................................... 115
VOUCHER
Define.........................................................................................................................
5
VOUCHER CHECK
Define.........................................................................................................................
5
VOUCHER IN D E X
Define.........................................................................................................................
5
VOUCHER RECORD
Define.........................................................................................................................
5
VOUCHERING
Definition and use of term....................................................................................
2
VOUCHING
Definition and use of term__ .........................................................................
2
WAGES
Charged to cost of new machinery, discuss and give alternative treatment 99
W ARRANTIES
Express, with respect to sale, define and give illustrations......................... 147
W ATER WORKS
Owned by municipality, prepare balance-sheets for several funds............ 46
W ORK, LABOR A N D SERVICES CONTRACT
Difference between contract of sale................................................................... 20
W ORKING PAPERS
Filing method for accountant’s office, describe...............................................
3
Indexing and preserving of, describe method.................................................. 165
W RITE-OFF
Of property values, in annual report................................................................. 32
ZINC M IN IN G COMPANY
Operating results, prepare statement o f.......... ................................................. 140

